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By Saul Levy, New York
President of the New York State Society of Certified Public Accountants
IT is my great privilege this morning to appear before you on behalf of the officers, directors, and members of the New York State Society of Cer­
tified Public Accountants to extend to 
you, the members of the American 
Institute of Accountants, our heartiest 
and most cordial welcome. Although the 
social activities which are normally a 
part of your meeting program have been 
streamlined down to a wartime basis, 
there is no curtailment of the genuine 
measure of good fellowship which is 
always such a dominating element when 
our national group convenes. We are 
proud and happy to be your hosts this 
year.
Your well planned technical sessions 
offer ample evidence of the fact that, 
more so than ever before in the history 
of our profession, we find ourselves 
participating in crucial economic and 
financial matters vitally affecting the 
welfare of our entire nation. The finan­
cial administration of our vast war 
program, the unprecedented difficulties 
that will be involved in the transition to 
a peace economy, the planning for 
postwar reconstruction—all these mat­
ters press upon us insistently.
It is only through our group thinking 
and cooperative activity, under the 
auspices of our professional societies, 
that we can hope to make our full 
contribution toward the handling of 
these problems. Practically all the ques­
tions which concern us so vitally are 
matters of national import. We look 
confidently to the American Institute 
of Accountants, our national organiza­
tion, for leadership in our professional 
endeavors. This leadership must be, and 
will be, supported to the full extent by 
the coordinated efforts of our state 
societies. We are proud of the fact that 
approximately 1,500 members of our 
New York State Society are also mem­
bers of the Institute. I want to add, 
however, that our entire membership 
earnestly partakes of the spirit of pro­
fessional fraternity which brings us to­
gether today, for we all know, as well 
we should, that only through the united 
striving of all of us- will the best inter­
ests of our nation and of our profession 
be served.
Fellow certified public accountants, 
we welcome you to our City. We hope 
your ladies and you will enjoy every 









Relief under Section 722
Problems of Wartime Practice

War Contract Problems
Remarks of the Chairman
George D. Bailey
W
e start out this afternoon on a 
subject which is not only vital 
for the future of business, but 
which at the moment seems to be par­
ticularly “hot. ” It has certain elements 
of delicacy about it that have required 
the holding of the program until the last 
minute before it could be finally frozen.
We have been unfortunate in one re­
spect—in having received word yester­
day that Colonel Houston, who has been 
chief of the Contract Termination 
Branch of the War Department, would 
be unable to be present. Colonel Hous­
ton, as some of you may have noticed in 
the papers, has been temporarily trans­
ferred to OPA on a very special assign­
ment. Those of us who have watched his 
work in the War Department in dealing 
with this termination problem regret 
that transfer very much but, like all 
things of that kind, the finished product 
is never the product of one person, and 
we have no doubt that his successors 
will carry on with the same general 
policies and equal vigor.
Colonel Houston would have been 
particularly helpful in one way because 
he has been in the field a good deal dis­
cussing problems with business and he 
talks somewhat from the business stand­
point, and is quite reassuring. However, 
at the time we got the word, it was too 
late for the Army to send a substitute.
The current controversy in Wash­
ington, or the delicacy of the present 
situation, is that in connection with the 
request of the Comptroller General that 
his General Accounting Office be given 
authority to approve all contract ter­
mination settlements before they be­
come final, regardless of whether there 
was fraud involved or otherwise. There 
seems to be some controversy, I believe, 
as to whether that really is an extension 
of authority but, regardless of that, the 
matter is before Congress for a determi­
nation of just what should be the func­
tion of the Comptroller General and his 
office in this whole problem of contract 
termination.
You will hear something about that 
today, but first let me pay my respects 
to it in a little different fashion. The 
problem really does not affect this par­
ticular program this afternoon. We are 
dealing with the accounting phases of 
termination generally, the place of the 
public accountant and some of the ac­
counting points. We will deal later on 
with the recommendations of the In­
stitute with regard to some of the ter­
mination problems.
If the general accounting office is 
successful in its request for authority 
over termination settlements, such au­
thority will not reduce the accounting 
work but will tremendously increase it. 
The accounting problems involved will 
increase. This program has been laid out 
today on the basis of the minimum ac­
counting that had seemed possible to 
the Army. Therefore, any change will 
be a change for greater accounting and 
give even greater importance to the 
things which are to be discussed today.
I have talked as if the Army were 
reasonably important on this termina­
tion problem, and they are, of course, 
but the Army, after all, is only one 
service. The Navy is involved, to men­
tion only one other, and when we had 
word of Colonel Houston’s inability to 
be here, Commander J. Harold Stewart, 
whom most of you know, agreed to step 
into the breach and talk informally for a 
short time.
Commander Stewart is the executive 
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assistant to the head of the Cost Inspec­
tion Service in the Navy Department. 
Cost Inspection Service performs the 
audit functions of the Navy, except for 
price adjustment matters. Contract 
audits are all in the hands of this Cost 
Inspection Service. Commander Stewart 
was formerly a practicing accountant in 
Boston, head of his own firm of Stew­
art, Watts & Bollong. He is at present 
a. member of the council, and has been 
active for many years in Institute work, 
particularly the committee on auditing 
procedure.
We are very fortunate indeed to have 
Commander Stewart willing to step in 
without notice and talk from his knowl­
edge of this problem as he sees it from 
his point of vantage in the Navy De­
partment. Commander Stewart—
War Contract Termination from the Viewpoint 
of the Navy Department
By Commander J. H. Stewart
I find myself once again rattling around in a rather large pair of boots. George Bailey very well de­scribed the situation when he said I was 
standing in the breach, and how wide 
that breach is you will know better after 
I am through.
The usual protection which one affords 
himself in a talk of this kind is to say 
that he is speaking from his own per­
sonal observation and the remarks do 
not, reflect, necessarily, the views of the 
Navy, and I think in discussing this 
subject I will need all the protection I 
can get.
The problem is probably the most 
important and thought-provoking that 
the war agencies are concerned with at 
the moment. The philosophy which will 
be applied to it is going to be all-impor­
tant in determining the role of the 
public accountant in war contract ter­
mination. Certainly, I do not have to 
indicate more than briefly that the 
public accountant is going to be one of 
the supports on which the services will 
have to rely in order to get contracts 
terminated seasonably. However, it 
seems to me that there has been over­
emphasis put on the accounting features 
of termination. It is going to be tremen­
dously important and there will be more 
accounting work to do than there will 
be people to do it, even though it be 
reduced to a bare minimum. However, 
as I see it, contract termination is pro­
curement in reverse, and why you 
should apply a more meticulous measure 
to a contract termination than you did 
to the original procurement is not ex­
actly clear. Possibly it might be justi­
fied on the ground that a gauge is 
available, but that I question. After 
reviewing several large terminations and 
cancellations, I still believe that unless 
these matters are cleaned up on a ne­
gotiated basis, we won’t live long 
enough to see the end of them. Also, it 
seems as though contracts will be dis­
posed of, the bulk of them, in one of two 
ways—either by negotiation or in the 
court of claims.
The possibilities of settlement under 
a formula do not appear to be very 
bright. Imagine yourself in the place of 
a contractor who has been unable to 
negotiate and the contracting officer 
who likewise has been unwilling to trade. 
They are presumably going to have 
difficulty agreeing on a formula, or to 
the application of certain principles to 
the formula, which means that the con­
tractor will take the only other course 
which is open to him—suit in the court 
of claims.
The essence of a successful termina­
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tion is speed. It seems to me a great deal 
more important to get reasonable jus­
tice speedily than meticulous justice 
slowly. We can paint the termination 
picture with a brush a foot wide or we 
can paint with a brush a sixteenth of an 
inch wide. I leave it to you to determine 
which you would rather use, and you 
might have some ideas as to which 
brush the Comptroller General would 
use were the responsibility his.
A principal sufferer from delay will be 
labor. If you don’t get money promptly, 
you don’t meet your payrolls. As far as 
the larger industries of the country are 
concerned, the larger corporations, they 
can probably take care of themselves. 
As for the small manufacturer, with, 
we will say, fewer than five hundred 
people, it is going to be terribly impor­
tant to him to get his money speedily, 
because he has no national reputation to 
support him, his credit standing may 
be precarious, and he may have a much 
more serious labor problem due to his 
lack of diversity.
The accounting features of contract 
termination, even though they be sub­
ordinate, will be serious. One of the 
most bothersome problems will be the 
settlement and determination of sub­
contractors’ claims. Unless the prime 
contractor can make a trade with a 
subcontractor with some reasonable as­
surance that the trade will stick when 
he comes around to collect his money 
from the contracting agency, there won’t 
be very many trades made speedily.
As far as the Army and Navy are con­
cerned, their philosophy in this matter 
is, I think, pretty much the same. You 
have about the same sort of people 
directing the accounting thought in 
both agencies. There is no substantial 
difference today in their concept of cost. 
I think you have already some idea as 
to the kind of accounting philosophy 
which will be applied to terminations if 
they are handled by the war agencies. 
If they are handled by the Comptroller 
General, I think you might well do some 
thinking as to the philosophy that might 
be applied in that case.
This quarrel, we will call it, or con­
troversy with the Comptroller General, 
is not a controversy between the execu­
tive agencies and the Comptroller. The 
really interested party is industry, and 
it would be a pity if in emotion some­
thing was done which strangled indus­
try. You might ask yourselves several 
questions in connection with it, because 
it seems to me that at this juncture 
there can be more done by giving seri­
ous thought to this impasse with the 
Comptroller and the war agencies than 
in any other particular direction. People 
have been writing and discussing, pub­
licly and privately, contract termina­
tions for about a year now. At this par­
ticular moment, something concrete can 
be done, and that is examine the situa­
tion dispassionately and if you believe 
that one course or the other is the de­
sirable one, I think you as accountants 
should be heard, and industry likewise 
should be heard.
First of all, you might consider whether 
you think the Comptroller has the per­
sonnel to do the job speedily. As I under­
stand it, the Comptroller says if he is 
given funds he can get personnel, and 
you might have some opinions as to 
whether or not he can get it, that is, 
within the limits of Civil Service sala­
ries.
The considerations which will be 
uppermost in negotiating a contract 
termination settlement will be technical 
considerations. In the terminations 
which I have had a chance to observe, 
one of the biggest obstacles to speed 
has been the difficulty of getting speedy 
technical terminations. You might ask 
yourselves whether you believe the 
Comptroller is equipped, or can be 
equipped to pass upon the technical 
features of contract termination, he not 
having been a party of the original pro­
curement. You might also ask your­
selves as to whether, if you were a con­
tractor, you would prefer to make your 
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negotiated settlement with the agency 
which made the contract in the first 
place, or whether you would rather deal 
with a person who was detached from 
the original negotiation, and even the 
operations under the contract.
You maty have read recently of some 
of the Comptroller’s accomplishments 
in saving government funds through 
calling Congress’s attention and the 
services’ attention to purchase of false 
teeth, and some other things. I only ask 
this, that you look at that matter from 
this standpoint: As a practical matter, 
in auditing you can only apply a screen 
of a certain size. If you want a screen 
that is meticulous, which will catch 
every one of those things down to the 
last dollar, you can have it, but you will 
have to take with it the delays and the 
impediment to business which it will 
entail.
We can lose billions of dollars through 
delay in getting into production when 
this war is over. Every week that a 
termination is delayed is expensive to 
the government, not only with respect 
to that termination, but with respect to 
the loss of productive activity of war 
contractors. For instance, the automo­
bile people will be very anxious to get 
back into production and get some of 
their automobiles in the hands of people 
while they still have money, and unless 
the war agencies can tell them promptly 
what to do with the masses of materials 
in their plants, they are stopped.
Perhaps the Comptroller might take 
the position that he will not dabble 
with that phase of it; he will leave that 
to the war agencies, and he will review 
their action. Well, there again it means 
that for every subcontract settlement 
which you make, somebody has a sec­
ond look at it, and I wonder how many 
of us have ever looked twice at anything 
and believed after the second look that 
we saw the identical thing which we 
saw in the first place.
The role of the accountant appears 
to be about as follows: He can assist in 
the preparation of accounting informa­
tion which will be part of the basis for a 
negotiated settlement. I don’t see how 
he can certify to very much. I don’t 
think it would be proper for him to do 
so, because his role will be to assist the 
contractor and the contracting officer 
in negotiating a settlement. It seems to 
me that what he should do is to make 
crystal clear the accounting implica­
tions of the facts and the figures which 
have been developed, so that when it is 
all over no one can accuse him of having 
sold someone a bill of goods.
I think the profession will have to be 
very watchful, as well, in the matter of 
professional ethics, because if we are 
to have rough justice in this matter in 
order to get speed, there may be the 
temptation for professional people to get 
fees which perhaps are not justified by 
the work which they have done.
I feel certain that the matter of pro­
fessional fees will be reviewed, and I 
think when that day comes, we want 
the accounting profession to be able to 
stand a rather microscopic examina­
tion. You may observe that this is 
somewhat a disjointed discourse; it is 
somewhat like the Scotchman who was 
on his way from Edinburgh to London. 
He kept getting off the train about 
every station to buy a new ticket and 
thereafter getting on again. Somebody 
said to him, "Sandy, what’s the idea? 
Why didn’t you buy a through ticket 
and save money? ”
“Well,” he said, “I couldn’t be sure. 
Before I left Edinburgh, I had an ex­
amination by a physician. He told me I 
had heart trouble and might die any 
minute.”
Another direction in which the pro­
fession can help tremendously is in edu­
cating industry and the public. There is 
an educational campaign which must be 
conducted and the services cannot do it 
alone. Last week I heard one of the 
representatives of the Navy depart­
ment say that the real burden of con­
tract termination is going to fall on in­
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dustry. Up to now there has been a 
feeling that perhaps you could look 
toward the services or the government 
to do the entire job. That is impossible.
There is another idea that there will 
be a day known as V day when folks 
will throw their hats in the air and the 
war will be over and the war agencies 
will begin terminating contracts. It 
does not appear as though it will work 
that way. In my opinion, contract ter­
mination is going to be a staggered 
affair. It is already started, and it will 
continue as the procurement needs of 
the several war agencies are adjusted to 
meet the changing war needs.
You may have wondered why the 
Navy Department has not yet issued a 
pronouncement or publication in re­
spect to this matter of contract termi­
nation as the Army has. I think that is 
understood by those who are close to 
the picture, and I would just like to get 
it straight now. The Army was faced 
with a much more- urgent situation, 
having I don’t know how many con­
tracting officers—I have been told 12,- 
000 by some people, others say 20,000. 
In any case, in view of the larger num­
ber of contracting officers which the 
Army has and the terminations already 
effected, it was essential that it get in­
structions in the hands of its contract­
ing officers and the public.
The Navy has not been faced with 
any such need because it is much smaller 
and the control is much more centralized. 
Speaking of centralized control, it is 
going to be absolutely necessary in the 
interest of speed that the control be 
decentralized and the people in the field 
be given a right to make final determi­
nations in these settlements.
The Navy has been working with the
Chairman Bailey:
I think I will pick up the program for 
a moment to give you some background 
data. A little historical recital may be 
beneficial at this point.
It is only very recently that there has 
Army, particularly the lawyers, in try­
ing to evolve a uniform termination 
clause. That work has been in process 
for over a year. It looks as though 
finally there is an agreement as to what 
a termination clause should embody, 
and I feel that before too long there will 
be a uniform clause which will be adopted 
by both the Army and the Navy. You 
may have seen the War Production 
Board’s proposed clause. The principal 
criticism of that appears to have been 
that it included much that was adminis­
tration, and I think you will agree that 
any attempt at that may put us all in 
a strait jacket.
The particular thought I would like 
to leave with you is whether or not you 
believe that the procurement attitude 
should be the proper one to be taken by 
the war agencies in terminating these 
contracts. Personally, I believe it is the 
only way we can get the job done. There 
may be a better way; possibly the 
Comptroller General has it. In what I 
have said to you I have tried to steer 
clear of formulating any opinion as to 
whether the Comptroller has the ability 
to do this job. You accountants have 
enough familiarity with contractors’ ex­
perience and the Comptroller’s setup in 
the General Accounting Office to form 
some judgment for yourselves: I think 
you should examine the situation care­
fully and, in my opinion, if you do ex­
amine it the conclusion which you will 
reach will be pretty clear.
In conclusion, it is all-important that 
the people most concerned, that is, the 
contractors and the laboring people of 
this country, make themselves heard 
now so that the bottleneck to industry, 
which can be worse than any we have 
seen, can be avoided.
been any public evidence of what the 
termination policies of the services 
might be. There was an issue in the 
spring of an accounting manual. It was 
issued for the use of the Ordnance De­
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partment, and was largely an Ord­
nance Department document. The Ord­
nance Department procedures for the 
guidance of its contracting officers were 
not made public. The result was that 
all of the ground rules relating to termi­
nation were uncertain, and business was 
being asked to prepare termination 
claims with little, if any, knowledge of 
what constituted proper allowances, or 
what were the ground rules for those 
claims. Perhaps I should use the term 
“proposed termination settlements” in­
stead of claims. I understand that the 
word “claims” has some bad connota­
tions. Nevertheless, around the first of 
August the War Department over-all ter­
mination accounting manual was issued, 
and about the same time Procurement 
Regulation No. 15 was issued. Procure­
ment Regulation No. 15 contained the 
general policy instructions of Headquar­
ters, Army Service Forces, on termina­
tion problems. It represented the War- 
Department policy and was the work, in 
part at least, of Colonel Houston, who 
was to have addressed us today. The 
termination accounting manuals were, 
to a very large extent, the work of mem­
bers of the Institute who have given up 
their practice and are giving their entire 
time to the War Department; also, 
they were in part the result of extended 
interdepartmental conversations, so, as 
Commander Stewart said to you, there 
is no wide difference of opinion as to the 
basic principles between the two serv­
ices. I am sure you were all glad to have 
that message from him.
We are not going to try today to 
cover the Termination Accounting Man­
ual or PR 15. Each one would require at 
least a full afternoon by itself. The only 
satisfactory way the contents can be 
absorbed is to spend continuous time on 
the manuals and give them real study. 
Both of the manuals are comprehensive 
and, to the extent that seemed practica­
ble, they go into detail.
There are a number of things, how­
ever, that we might touch on, because 
they will come back to plague us later 
on during the afternoon. First, let me 
explain what I believe to be the differ­
ence between the negotiated settlement 
and the formula settlement. The theory, 
as it was developed within the services, 
as Commander Stewart said, was to re­
verse the procurement policy. At the 
same time it was realized that in revers­
ing the procurement policy it was neces­
sary to have a great deal more data for 
the handling of termination claims than 
was possible for the writing of the orig­
inal contracts, partly because events 
had happened in the one case, and in 
the other case were still to happen. 
Perhaps basically that was the reason 
the services planned for investigations, 
decentralized investigations, by engi­
neering people, production people, legal 
people, and accounting people. It was 
laid down that each case would be 
different and each case would have the 
kind of study that was dictated by the 
needs of that particular case, that there 
would be no elaborate system laid down 
to be followed in all cases, and that any 
contracting office could then take that 
advice gathered from all those sources, 
deal with the contractor himself and 
reach what was called a negotiated 
settlement.
I do not need to explain to you ac­
countants how that particular policy 
cut around some of the greatest account­
ing difficulties. It made it possible to 
deal with those accounting matters, at 
least, where there was an area of dis­
agreement, on a practical basis instead 
of going on squabbling for months to 
decide meticulously which was the right 
answer. It had the same effect on many 
other things. The question of allowances 
for material, which are not accounting 
matters, the question of profit, and 
others, all could be pointed up by dis­
cussion, and settled by negotiation. The 
result might be, perhaps, arbitrary de­
cision on the part of the government, 
but it would at least have the advan­
tage of being prompt. Without prompt-
6
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ness and without finality, of course, the 
negotiated settlement has no advan­
tage.
The services were concerned with 
what to do in case those decisions were 
too arbitrary. I might pause here a 
moment to say that this idea that the 
services could be expected to be too 
liberal, leaves me a little cold. In thirty 
years of practice, I have yet to deal 
with a government department that in 
my opinion is liberal to a contractor or 
businessman who is having a dispute 
with it. The very fact that a negotiated 
settlement provides a club for prompt 
settlement, in my opinion, will also 
make it a club for low settlement. Of 
course, that is only a personal opinion 
but it is based on a great many years’ 
experience. However, it was necessary 
to bring into the philosophy of termina­
tion a procedure on what to do in the 
event that the negotiation power was 
too arbitrarily exercised. In the first 
place, there was brought in, within the 
Army at least, a different level of re­
view. Settlements aggregating a million 
dollars got one sort of treatment, settle­
ments aggregating up to five million 
dollars got another sort of review, and 
settlements beyond five million dollars 
got a different treatment, always differ­
ent in the sense of adding another layer 
of inspection and review.
I should pause again to say that this 
business of the contracting officer might 
be looked at a moment. I, in my own 
thinking, consider that the contracting 
officer is a fictitious person, a good deal 
like a corporation, but every time I 
make that statement in public, the 
Army majors in the audience all shake 
their heads, and the Navy people make 
equal signs of disapproval but, never­
theless, it is a good way to look at it. 
As far as the decentralization is con­
cerned, some one man may sign an 
agreement, but that agreement is a 
distillation of the decisions and opinions 
of a group of people, different kinds of 
people, with different approaches, so 
that seldom is a decision arrived at by 
one man with all the authority that 
seems to be given, under these termina­
tion manuals, to one person. In my own 
thinking, I consider contracting officers 
to be a group of people rather than one, 
and I think it will help your apprecia­
tion of the Army and Navy procedures 
to look at it that way.
Now, if the contractor does not like 
what he is getting out of these officers, 
he can elect to go on what is called the 
formula basis, which is explained in the 
manuals, but is, in effect, the correct 
determination of all costs and the cor­
rect determination of the indicated 
profit that was being earned on the 
contract, all of which is subject to re­
view by the general accounting office 
under the procedures which are now 
under controversy, and from that are 
subject to appeal to the courts.
That is a rather rough description, 
but all I am trying to do is give those of 
you who haven’t had a close familiarity 
with it, a working background for the 
discussions that follow.
This question of accounting in many 
respects is the least important of all the 
settlement problems there are in con­
tract termination. The question of 
getting a plant clear so it can go back to 
business is even more important. There 
are going to be ways developed so 
money can be paid over in some quan­
tities to permit business to continue. I 
do not know what they will be yet, but I 
think it is very safe to say that there 
will be some method developed. There 
must be developed a method whereby 
the plants can be cleared of material, 
it can be moved out, and machinery that 
belongs to the government can be 
transferred to other places, and the work 
that is being done by the small manu­
facturer for the big one can be cleared 
out in the same way—all the things 
generally that are necessary so that a 
factory can get back to producing. That 
is the point where speed is so impor­
tant, and the termination manual and 
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PR 15 and the Navy policies con­
stantly refer to that.
There is a philosophy of cost indi­
cated in PR 15 and the termination 
manual, which, if I may be very rough 
in describing it, is in general, allowance 
of proper business costs of the kind that 
a man would ordinarily incur in keeping 
his business going. It is the same kind 
of cost allowance that appears to be 
allowed in renegotiation decisions.
There are two cost problems. Certain 
specific costs are not allowable. They 
are very clearly set forth. There are 
other costs that are to be determined in 
accordance with recognized accounting 
practices and, as far as the Army Man­
ual is concerned, that is about as far as 
they go.
Profit is to be determined on a rea­
sonable basis. There is not much said 
about it, except that in the formula 
settlement profit is to be on the indi­
cated rate. The indicated rate, of 
course, will have some influence even 
on a negotiated settlement, but that is a 
point that must be left pretty much to 
the judgment of a so-called contracting 
officer.
Neither manual disposes of the sub­
contractor problem. Many of the prob­
lems that are unsettled in this whole 
matter of termination procedure re­
volve around the subcontract. You will 
hear more about that today. But the 
subcontract problem is being experi­
mented with, I believe, in both services. 
The War Department, I am told, is 
trying out a number of ways of avoiding 
the tremendous duplication that might 
be in the examination or treatment of 
subcontractors making parts of con­
tracts for a lot of different people, ex­
perimenting with the idea of trying to 
find a way of cutting around the prime 
contractor in legitimate cases. Of course, 
the foundation of the problem is that 
the prime contractor is the only one who 
has contract relationships with the sub­
contractor. The government has no re­
lationship in most cases. So if there is to 
be a substitution of the government for 
the prime contractor, it would have to 
be done by legislation, and I for one 
have found it a little early to feel such 
assurance of the final answer that I want 
to suggest particular legislation right 
at this time. But the subcontract prob­
lem has as its basic difficulty, the right 
of the prime contractor to make a settle­
ment with the subcontractor. The man­
ual has a philosophy that is good—that 
there can be delegation of authority to 
prime contractors to deal with subcon­
tractors within certain limits without 
having to get prior approval for settle­
ments from the contracting officer. How 
far that works, or the technicalities of 
it, I am not going into at this time, but 
there must be freedom in that particular 
phase. I will come to it later in the rec­
ommendations of the Institute.
Before we get into the Comptroller 
General problem—and we are going to 
get into it—I think it is well for you to 
have for background a discussion from 
our next speaker. We have been ex­
tremely fortunate not only in having 
one of our own members, Harold Stew­
art, give us some picture of the Navy 
approach—I think we will all agree that 
he spoke rather frankly on the Navy 
position—but we are perhaps even more 
fortunate in having here today the fi­
nancial adviser to the Senate Com­
mittee on Small Business, better known 
as the Murray Committee. The Murray 
Committee, if you remember, has before 
it the question of how to get payments 
over to the small contractor, and at the 
same time they had on their doorstep 
this whole question of the request of the 
Comptroller General to have his au­
thority extended to review and approve 
all termination claims. I take great 
pleasure in introducing Mr. Eugene E. 
Thompson; of the staff of the Senate 
Committee on Small Business.
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By Eugene E. Thompson, Washington, D. C.
Financial Adviser to U. S. Senate Special Committee to Study Problems of 
American Small Business
I appreciate very much indeed the opportunity of coming and saying a few words to you. First of all, let me tell you something that might be of 
interest to you. On the train last eve­
ning coming over I was asked why I 
was going to New York, because it was 
such a crowded place. I discovered that 
after I got here, I assure you, when I 
found that the hotel reservation prom­
ised to me had been given to someone 
else. The gentleman said, “So you are 
going to talk to the accountants, the 
people who are always trying to find out 
how much money you have made, or 
how much you have lost?” He said he 
was reminded very much of the story 
of the old darkey that was employed by 
a friend of his on a farm near Raleigh, 
North Carolina, who came up every 
Monday morning and said, “Boss, let 
me have a dollar, will you? Let me 
have a dollar.”
The boss said to him, “ Mose, what’s 
the matter with you niggers? Every 
Monday morning you come in here ask­
ing me for a dollar. You never save your 
money. Why don’t you save your money 
like the white folks do, then you will 
always have money?”
The old darkey scratched his head 
and said, “Boss, I guess you ain’t never 
been a nigger on Saturday night.”
So maybe there wouldn’t be any job 
for the accountants if we were all nig­
gers on Saturday night.
The subject that you have before you 
today is one of great interest to the 
Senate Small Business Committee, and 
also to the Military Affairs Committee 
of the Senate, which, through its sub­
committee, of which Senator Murray is 
chairman, is holding hearings both to­
morrow and Friday, and held hearings 
last week, and will probably continue 
hearings for the balance of this month. 
I assure you that the committee and its 
staff are endeavoring to arrive at what 
would be the best kind of legislation to 
meet what seems to me to be the most 
troublesome and annoying problem to 
be settled that has faced the Congress 
during the whole autumn. I cannot pre­
dict what Congress may or may not do. 
We have had many, many suggestions. 
Gladly do we receive them. Please do 
not feel that they are not wanted. They 
are. We have extended an invitation to 
your organization, and Mr. Bailey is 
coming down to Washington to testify 
before our Committee on Friday, giving 
the point of view of the American In­
stitute of Accountants, and perhaps 
some suggestions as to how we might 
weave the legislation in to meet this 
complicated situation.
Let me assure you, just as sincerely 
as I can possibly put it, that the prob­
lem which is facing you, is facing the 
Congress, and is facing the whole coun­
try today, and is probably as serious a 
matter as we have ever had to deal 
with. The seriousness of this situation 
will greatly develop at the time of V 
day. It is already in progress. There 
have been a number of contracts termi­
nated which have been settled. There 
are many—some of which you will prob­
ably hear about today—that are in the 
process of settlement.
I am not going to speak critically of 
the Comptroller General, nor am I 
going to speak critically of the Acting 
Secretary of War, who wrote to Senator 
Murray. Both of these letters, from the 
Comptroller General and the Acting 
Secretary of War, were directed to Sena­
tor Murray, who is the Chairman of our 
Small Business Committee dealing with 
this question of auditing terminated 
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contracts. I want to say, however, that 
it has been the thought of the staff of 
our Small Business Committee, and also 
the thought of Senator Murray, that in 
order to arrive at some compensation 
to the terminated contractor, so that he 
might continue to live, we must have a 
mandatory payment. The mandatory 
payment has its complications, quite 
true, and I am not divulging any secret 
when I say that mandatory payments 
are not looked upon by all of the gov­
ernmental agencies as the proper thing. 
They don’t want mandatory payments. 
On the other hand, we have preponder­
ance of letters and messages from busi­
ness interests which tell us definitely, 
positively, that the only way to treat 
this matter is with a mandatory pay­
ment, at least in part settlement. Those 
of you who had the privilege of reading 
Senator Murray’s proposed bill issued 
last summer will recall that that bill, 
had it been introduced, would have 
called for a 75 per cent mandatory pay­
ment on the claim of the contractor of 
the amount due to him; and, of course, 
it included the subcontractor as well.
We have so many variations to this 
problem that the average person can 
hardly see them. I am quite sure that 
you who are accountants are aware— 
perhaps as much as, if not more than, 
those in ordinary walks of life—of the 
many variations. There is the inventory 
problem. In many cases the government 
owns the inventory; in many, the in­
ventory has been partially worked to 
government scale or to government 
specifications. It is good for nothing 
other than government work. In other 
cases, the inventory is owned by the 
contractor. In many cases he has an 
inventory which in his ordinary busi­
ness he probably could not consume for 
years to come.
There is also the problem, perhaps, 
of a government stock pile of scarce 
raw materials to reckon with; also the 
question of how we can take care of the 
prime contractor, the subcontractor, 
the sub-sub-contractor, the sub-sub-sub- 
contractor, and so on down to the sup­
plier of raw material who has no con­
tract but merely a purchase order, may­
be a telephone order.
There are many angles to this com­
plicated question, and I do want to say 
briefly in closing that if any of you have 
any suggestions as to how we can best 
meet the situation, we will gladly wel­
come a letter from you addressed to 
Senator Murray as Chairman of the 
Committee, giving us the benefit of 
those suggestions. You may have just 
the ideal thought that would help in 
this situation, which none of us has, up 
to this time, been able to master.
We deeply appreciate your sending 
Mr. Bailey down to us, and we are 
hopeful that his coming will result in 
great help to our Committee.
The Place and Responsibility of Independent 
Public Accountants in Contract 
Termination Statements
By Charles W. Jones, Illinois
Member, American Institute of Accountants
T
he importance of war contract 
terminations from the standpoint 
of their possible effect on this 
country after the war cannot be over­
emphasized. If very serious losses of a
social and economic nature are to be 
avoided, the closest possible coopera­
tion between government and business 
will be required in order to effect a 
prompt and orderly reconversion of our
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industrial facilities to the production of 
civilian goods.
One of the major steps in this recon­
version process will be the reimburse­
ment of contractors and subcontractors 
for their costs and commitments relat­
ing to the uncompleted portion of ter­
minated contracts and subcontracts. 
The statement of these costs is strictly 
an accounting statement. It reflects a 
substantial number of accounting de­
terminations, many of which are of a 
complex character and all of which must 
be made in accordance with recognized 
accounting practices. One of the most 
important factors involved in contract 
terminations at the conclusion of the 
war will be the time factor. It will be 
essential as a part of the reconversion 
to peacetime operations that termina­
tion claims be settled as promptly as 
possible in order to free working capi­
tal now tied up in the production of 
war goods and make it available for 
use in the production of peacetime 
goods. It is said that there are ap­
proximately 100,000 prime war contracts 
of importance and several times as 
many important subcontracts. In view 
of these facts, it is obvious that the 
preparation of termination proposals 
and the necessary reviews and audits 
of them at the end of the war will 
require all the accounting and auditing 
talent available, and that the available 
supply will not be adequate without a 
maximum effective use of that talent. 
The members of our profession face an 
opportunity for service to the public 
and to business on a national scale that 
is of tremendous significance. It will 
for a time exceed in importance our 
participation in income-tax determina­
tion and become substantially more ur­
gent. It will require service of a highly 
proficient character performed on a 
strictly independent basis that impar­
tially considers the interests both of the 
government and of clients.
Our first obligation as a professional 
group and as individuals is to make a 
thorough and detailed study of the ac­
counting and auditing problems and of 
the policies and procedures involved in 
termination work. The American Insti­
tute of Accountants fully recognizes its 
responsibility to assist its members in 
every possible way in this educational 
process. Several articles on the subject 
have been published; more will follow. 
Appropriate committees of the Institute 
will continue to cooperate fully with 
government representatives engaged in 
termination work. All the talent that is 
represented in our membership is availa­
ble for consultation, advice, and assist­
ance of any kind needed in working out 
fair and satisfactory solutions to the 
accounting and auditing problems that 
will continually arise. Out of these con­
tacts undoubtedly will come informa­
tion of significance that can and should 
be passed on, and ways and means of 
making such information available to 
all of our members will be devised.
Of far greater importance, however, 
will be the efforts that we as individuals 
make to inform ourselves thoroughly 
regarding war contract terminations. 
We should not rely solely upon what 
we read on the subject in our Institute 
publications nor upon what we hear 
spoken on the subject by well informed 
members of our profession. This job 
will require diligent, aggressive, and 
continuous and detailed study of the 
rules and regulations comparable to 
that undertaken by an income-tax prac­
titioner. By way of specific illustration, 
very careful study should be made of 
releases on the subject by government 
departments. There have been two 
such releases by the War Department 
within the last few months. I refer to 
the War Department Termination Ac­
counting Manual for Fixed-Price Sup­
ply Contracts, released July 7, and 
Procurement Regulation No. 15 relat­
ing to termination of contracts. Each 
of these documents should be studied 
most carefully. The manual, as most 
of you know, contains accounting and 
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auditing instructions and Procurement 
Regulation No. 15 contains statements 
in some detail of the policies and pro­
cedures to be followed in connection 
with terminations of contracts. It is an­
ticipated that each of these releases may 
be amended or revised from time to 
time. The published amendments and 
revisions should be carefully noted. In 
addition, the War Department will 
issue cost memoranda for use by War 
Department personnel in connection 
with the determination of costs and 
other matters. These should be of par­
ticular interest and significance to pub­
lic accountants.
Partners of public accounting firms 
have an important responsibility in 
connection with this educational activ­
ity in the direction of assisting and 
encouraging members of their staffs 
to familiarize themselves with termina­
tion problems and procedures. The 
pertinent manuals and other data should 
be made available and in many cases it 
may be desirable to conduct discussion 
groups or classes within the respective 
organizations.
It is very directly in the interests of 
the government, of course, that busi­
nessmen who will be concerned with 
termination problems, acquire as accu­
rate and authentic information on the 
subject as is practicable. Government 
representatives have written papers 
and made addresses on this subject and 
we hope that this practice will be con­
tinued. These papers will be of substan­
tial value in our study of the subject.
We frequently hear references made 
to experiences of contractors with re­
spect to terminations of contracts at 
the close of World War I. While most of 
these reports greatly exaggerate condi­
tions and results of that period, many 
mistakes were made and many difficul­
ties were encountered which can, and in 
most instances probably will, be avoided 
in the termination of current war con­
tracts. A study of experiences of that 
earlier period will prove helpful and in 
this connection attention is directed to 
Historical Study No. 57 on the subject, 
“Termination of Ordnance Contracts 
1918,” published by the U. S. Depart­
ment of Labor.
Much can be done by public account­
ants in the months ahead in an advisory 
capacity, well in advance of termina­
tions, by counseling clients regarding 
steps that can and should be taken to 
simplify and expedite the work of pre­
paring termination statements of costs. 
One broad objective, of course, is the 
maintenance of records that will readily 
provide the information that will be 
required in the event of a termination. 
Procurement Regulation No. 15, para­
graph 15-110, which emphasizes the 
importance of an understanding by 
contractors of the principles and proce­
dures applicable to terminations, con­
tains these comments: “It is particu­
larly important that these contractors, 
subcontractors, and suppliers under­
stand :
“1. The significance of the termination 
articles in their respective contracts. 
“2. The necessity of keeping account­
ing and other records in such man­
ner and in such detail, and of 
maintaining such adequate cost ac­
counting systems as will enable 
them to produce the cost and other 
figures necessary to prove their 
rights under the termination ar­
ticles in the event of termination.”
The paragraph last quoted does not 
contemplate drastic changes in other­
wise satisfactory accounting systems, 
nor does it mean that the accounting 
systems should be directed primarily 
toward the contingency of termination. 
Procurement Regulation No. 15, para­
graph 15-411, states with respect to 
lump-sum supply contracts, “Contrac­
tors and subcontractors, however, are 
held to the standards of good commer­
cial practice as to possession and main­
tenance of records.’’ The same paragraph 
continues “. . . in those cases where a 
lump-sum supply contract is terminated 
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for the convenience of the government, 
the contractor should not be required to 
state his costs in unreasonable detail. 
There is no justification for obliging a 
contractor to maintain an otherwise un­
necessarily elaborate cost accounting 
system merely because of the possibility 
that his lump-sum contracts may be 
terminated for the convenience of the 
government.” The manual provides two 
methods of computing costs applicable 
to the unfinished portion of a contract, 
the inventory method and the total­
cost method. While many contractors 
may be able to determine in advance 
just which method will be adopted in 
computing their claims, many others 
will probably not decide that question 
until their contracts have actually been 
terminated or at least not far in advance 
of that time. In any event the contractor 
should make a careful study of the in­
formation needed, both from the stand­
point of his own interests and from the 
viewpoint of the government require­
ments, and should make such changes 
in his accounting system as are reason­
ably required to furnish such informa­
tion. Samples of the questions that may 
arise in this connection are:
(a) Are the purchase order, inventory, 
and production records sufficiently 
related to specific contracts so that 
in the event of termination inven­
tories applicable to the terminated 
contract can be readily determined 
and located and can unfilled orders 
applicable to the contract be read­
ily ascertained and promptly can­
celed?
(b) Do property records adequately re­
flect the contracts to which facili­
ties of various types, including tools, 
dies, jigs, patterns, etc., are applica­
ble?
(c) Do methods of allocating factory 
overhead produce reasonably ac­
curate results and what are the 
most equitable bases for allocating 
administrative expenses?
(d) Have preproduction expenses been 
properly earmarked or recognized?
(e) What effect do renegotiation settle­
ments have upon termination prob­
lems?
(f) What treatment can be made of 
rehabilitation plant costs in a ter­
mination statement?
(g) Are engineering and development 
expenses applicable to contracts 
being properly recorded?
(h) Is it desirable to attempt to lessen 
the financial effect of contract ter­
minations by means, for example, 
of securing advance payments on 
contracts or “VT” loans?
A well informed public accountant can, 
with a reasonable expenditure of time, 
if he performs such work on an inde­
pendent and professional basis, render 
his clients a substantial service of an ad­
visory character regarding such ques­
tions. Thousands of smaller contractors, 
particularly, will be greatly in need of 
such counsel. Constructive work con­
scientiously done in this connection will 
be of vital effect after the war.
In connection with the procedures to 
be followed after the termination of a 
client’s contract the public accountant 
can be of substantial service to his client 
in one or more of several capacities; by 
acting as an advisor, by undertaking the 
preparation of the cost data required or 
reviewing such data after preparation 
by the contractor and by examining his 
statement of costs and reporting there­
on. The experience to date indicates 
that the majority of contractors in the 
event of terminations require much ad­
vice and assistance from their public 
accountants regarding the various steps 
to be taken to insure a prompt and fair 
settlement of the matters involved in 
their terminations. These types of serv­
ice should be of particular significance 
after the close of the war. It seems cer­
tain that at that time both large and 
small contractors will be very much in 
need of aid. By that time public ac­
countants should become thoroughly 
familiar with termination procedures 
both on the basis of their study of the 
subject and the basis of their experience 
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with terminations made prior to the 
conclusion of hostilities. The responsi­
bility of the public accountant in this 
connection will be to give his client all 
the assistance that he can to enable the 
client to submit, as promptly as possi­
ble, a fair and equitable statement of 
costs applicable to the uncompleted 
portion of the contract. All such work 
by public accountants must be done 
on a strictly professional basis and 
is subject to the same requirement as to 
impartiality and independence as any 
auditing work.
A prime contractor with important or 
numerous subcontractors ordinarily will 
require assistance from his independent 
accountants in reviewing settlement 
proposals submitted by subcontractors. 
If independent audits are desired in 
support of these claims, it appears logi­
cal that the accountants regularly em­
ployed by the subcontractor should 
be selected to make such examina­
tions. The review of such audits by 
the prime contractor’s accountants or­
dinarily will involve a review of the 
claim and the bases upon which pre­
pared and the related auditors’ report, 
and in some cases it may also include an 
examination of working papers of the 
independent accountants.
In some instances contractors may 
wish their public accountants to do the 
detail work of preparing their cost 
statements. Such assignments may 
properly be undertaken but should not 
be encouraged unless it is not practic­
able for the contractor to perform that 
work. The preparation of these state­
ments requires not only adequate infor­
mation regarding the rules, policies, 
etc., governing such statements but also 
thorough knowledge of the contractor’s 
costs and of his manufacturing opera­
tions. The contractor, in most cases, has 
a much more intimate knowledge of his 
costs and operations than his public ac­
countants have and it is essential that 
the contractor’s knowledge be utilized 
in the preparation of the statement. 
In addition, if the public accountant 
both prepares the statement and is­
sues a report with an opinion cov­
ering it, there will be absent some of the 
elements of independent relationship 
that normally should exist. It is highly 
desirable, therefore, in those cases in 
which it is necessary that the public ac­
countant prepare the statement, that 
the contractor participate in the work or 
that he review what is done to the full 
extent possible in order that full advan­
tage be taken of his intimate knowledge 
of his costs and operations and to afford 
the maximum element of a dual check. 
The responsibilities of the public ac­
countant in the performance of such 
work are very great. It requires the ex­
ercise of very special care to make cer­
tain that the statements fairly reflect 
the pertinent costs and that all material 
facts are disclosed. Such work requires 
the exercise of a particularly high degree 
of independence and impartiality.
In many cases the client may con­
clude that a review of one or more 
specified portions of his statement of 
costs is all that is required of his public 
accountants. Very frequently, after the 
war, such conclusions will be dictated 
by a consideration of the very limited 
amount of time available. These re­
views may vary widely in scope. They 
may include a general review of the 
accounting practices and the bases of 
determinations and allocations of costs 
followed or adopted by the contractor 
in his preparation of the settlement 
proposal, without a check of the gen­
eral accuracy of the underlying figures, 
or they may relate to specific items in 
the statement. For example, a con­
tractor may feel,confident that the fac­
tory costs applicable to the unfinished 
portion of his contract are correctly 
stated but may wish an independent 
check of his allocation of administrative 
expenses. One of the important ques­
tions with respect to limited reviews is 
that as to the report that may be ren­
dered. If the work done does not result 
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in conclusions of substantive value, con­
sidering the claim as a whole, ordinarily 
no report should be submitted. Gener­
ally reports covering limited reviews 
should be in the form of informal letters 
and should, of course, clearly explain 
the limitations in the scope of the work. 
Frequently this will require a brief 
statement of what has not been done as 
well as of the things that have been 
done. The opinion expressed should be 
definitely limited to the particular por­
tion of the statement reviewed and if 
the opinion is in part based upon as­
sumptions as to the correctness of por­
tions of the statement not checked, 
that fact should be explicitly stated. 
The primary objective should be not to 
protect the auditor but to make certain 
that the contracting officer who will 
review the report or letter gets a clear, 
understandable picture of just what the 
independent accountant has done and 
of the value of that work.
It seems certain that in a great many 
instances both prime contractors and 
subcontractors will request that their 
public accountants examine their state­
ments of proposed settlement and 
submit a certificate or report. It is un­
derstood that there will be no general 
requirement on the part of the govern­
ment departments that contractors or 
subcontractors furnish reports by inde­
pendent public accountants in this con­
nection and it is not anticipated that 
such reports, if furnished, will be ac­
cepted as final or conclusive evidence 
of the fairness of settlement proposals. 
Procurement Regulation No. 15 con­
tains the following references, to reports 
by independent accountants. In para­
graph 15-424.3 are enumerated the fac­
tors that a contracting officer should 
consider in determining what further 
examination he should make of the con­
tractor’s proposed settlement. Exami­
nations of available reports of independ­
ent public accountants are included in 
this list. In discussing the reviews of 
settlement proposals to be made by the 
contracting officer in connection with 
his determination of the amount of par­
tial payments that may properly be 
made to a contractor, this regulation, 
paragraph 15-501.3, contains the fol­
lowing: “Ordinarily in making such 
limited review the contracting officer 
should rely on the certifications of in­
dependent public accountants where 
such certified statements are available 
with respect to accounting informa­
tion submitted by the contractor and 
should act promptly upon the basis 
of other types of financial data which he 
deems reliable. Usually in connection 
with the making of partial payments it 
should not be necessary for the contract­
ing officer to require that accounting 
data be certified by independent ac­
countants.” Similarly in connection 
with a determination of the amount of 
partial payment to be made to a sub­
contractor the regulation states that 
the contracting officer “should place 
suitable reliance also upon any relevant 
reports which may be available, pre­
pared by independent public account­
ants.”
Notwithstanding these seemingly 
cautious references to the possible use 
by contracting officers of reports of in­
dependent accountants, there seems to 
be considerable basis for the belief that 
such reports will be of major assistance 
in the settlement of termination pro­
posals. Much may depend upon the ex­
perience of contracting officers with 
such reports in the period prior to the 
close of the war. To date there have 
been hundreds of terminations, and 
before the war ends there will unques­
tionably be substantially more. The ex­
tent to which the services of public 
accountants are availed of in connection 
with contract terminations at the con­
clusion of the war and the extent to 
which their reports are accepted by 
contracting officers will be influenced 
substantially by the degree of profes­
sional skill, impartiality, and independ­
ence reflected in the work done and in 
15
Termination
the reports rendered on contract ter­
minations during the war period. If 
such work and reports during that pe­
riod are found to be reliable and help­
ful, there should be a growing tendency 
to increase the reliance upon them. 
This is important—not because it may 
mean additional work for public ac­
countants—but for the reason that after 
the close of the war, because of the 
tremendous volume of terminations and 
the necessity for prompt settlements, 
it will be essential that there be the 
full possible utilization of all available 
means of preparing, reviewing, and au­
diting termination proposals.
A contractor’s termination proposal, 
in addition to the statement of his 
costs, includes a statement of the profit 
that the contractor believes he should 
be allowed by reason of the work 
done by him with respect to the un­
finished portion of the contract. The 
Institute’s committee on auditing pro­
cedure gave consideration to the ques­
tion as to whether the work of an 
independent public accountant and his 
report should relate to the amount of 
profit requested as well as to the costs 
included in the settlement proposal. 
Since the profit element is purely a 
matter for negotiation between the con­
tractor and the government, it was con­
cluded that the opinion of the inde­
pendent public accountant should relate 
only to the costs reported and should 
not cover the reasonableness of the 
amount of profit requested. The con­
tractor is requested also to submit data 
regarding the profit that he estimates 
would have been earned if the contract 
had been completed. Considering the 
unknowns that must be taken into ac­
count in making such an estimate, it 
seems apparent that such data should 
also be excluded from the public ac­
countant’s opinion.
An important subject to be consid­
ered in connection with audits of termi­
nation settlement proposals by inde­
pendent public accountants is the scope 
of these examinations. Obviously, it 
must be sufficiently extensive to afford 
the accountant an adequate basis for 
the opinion expressed in his report. 
In view of the vital significance of the 
time element in termination cases, it is 
highly important that the independent 
accountant’s examination should not 
involve any unnecessary detail work and 
that programs for such examinations 
should be most carefully planned and 
directed to make certain that his activi­
ties are restricted to essential phases of 
such an examination.
Part III of the War Department 
manual outlines the audit procedures 
appropriate in the case of an adminis­
trative audit of a contractor’s termina­
tion settlement proposal by government 
auditors. The purpose of the adminis­
trative audit is stated in paragraph 3101 
as follows: “The purpose of the ad­
ministrative audit of a contractor’s 
statement of a proposed settlement is 
to determine that the settlement pro­
posed is in accordance with the termi­
nation provisions of the contract and is 
substantiated by the contractor’s rec­
ords and other supporting evidence. 
The role of the auditor is to carry out 
appropriate auditing procedures to es­
tablish the reliability and accuracy of 
the data submitted by the contractor 
and thus to provide the contracting 
officer with a factual basis for making a 
settlement. The major audit objective 
should be to determine that the costs 
included in the contractor’s statement 
are accurately stated.”
Although accountants might hesitate 
to use the words “accurately stated” 
in this manner, for the reason that the 
word “accurately” implies a degree of 
exactness that normally cannot be as­
cribed to financial statements, the three 
sentences quoted constitute a fair 
statement of the purpose of a similar 
audit by an independent public ac­
countant.
The audit procedures in the manual 
are designed to minimize detailed check-
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ing; they contemplate reliance upon the 
contractor’s system of internal control 
to the extent that such reliance is war­
ranted ; they emphasize the importance 
of giving special attention to the ac­
counting practices followed by the con­
tractor; and they prescribe the use of 
selective methods of audit. Thus, funda­
mentally, the auditing principles set 
forth in the manual conform to those 
established by the accounting profes­
sion. In view of this and of the similarity 
of objectives, we reach the conclusion 
that the audit procedures outlined in 
the manual may be accepted as a fair, 
general pattern of the scope of examina­
tion that should be followed by inde­
pendent public accountants. There will 
of necessity be required numerous 
changes in adapting these procedures to 
particular cases either by way of cur­
tailment or amplification. Those ac­
countants who have been regularly em­
ployed by a contractor, because of their 
familiarity with the contractor’s ac­
counts in general, and particularly in 
view of their knowledge of the contrac­
tor’s accounting procedures and prac­
tices and system of internal control, 
will be able to omit certain of the steps 
and procedures outlined in the manual 
without impairing the effectiveness of 
their work. Full advantage should be 
taken of every practicable means of 
properly curtailing the audit proce­
dures on the basis of work previously 
done in connection with regular annual . 
examinations. It is of equal importance, 
however, that independent accountants 
properly adapt their program to recog­
nize any recently developed weaknesses 
in the contractor’s cost systems. In 
many cases because of loss of per­
sonnel, the manufacture of new prod­
ucts, and the greatly increased rate 
and volume of production under war 
demands, cost systems have broken 
down and do not now produce as de­
pendable results as formerly.
As a part of the program to limit 
detailed auditing and to restrict the
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work to essential phases, full use should 
be made of all the practicable over-all 
checks of the propriety of important 
items. The War Department manual 
(paragraph 1107), in discussing the 
scope of an office review, indicates a 
number of matters to which special 
attention should be directed. These 
are principally over-all tests of rea­
sonableness of items in the contractor’s 
statement and illustrate the type of 
tests that may quite profitably be given 
careful attention by public accountants 
in making up their audit programs and in 
forming their opinions with respect to the 
reasonableness of the statement of costs.
There has been considerable discus­
sion of the subject of the form and con­
tent of an independent public account­
ant’s report on an examination of a 
contractor’s statement of costs. As a 
minimum, such a report to be of value 
should contain a brief summary of the 
scope of the examination, and a clearly 
expressed opinion regarding the state­
ment of costs, including an opinion as 
to whether or not the statement has 
been prepared in accordance with rec­
ognized accounting practices. If the ac­
countant believes the statement is wrong 
in some material respect, his report 
must, of course, contain a plainly stated 
exception or qualification.
It was suggested in regard to a recent 
termination case that the accountant’s 
report, to be useful, should contain 
full comments regarding the claim, in­
cluding disclosure of all material facts, 
together with information with respect 
to such matters as the system of ac­
counting applicable to each item shown 
on the summary of the claim, the basis 
of determining the amount of each 
item of cost, and the methods of al­
location of indirect charges.
There can be no question as to the 
pertinency and usefulness of such infor­
mation and, if it is not included as part 
of the contractor’s statement, it should 
be submitted by the independent ac­
countants. Generally, it is considered
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preferable to incorporate explanatory 
comments regarding financial state­
ments in the statements themselves, 
usually in footnotes forming a part of 
the statements, rather than in the audi­
tors’ report. This same rule would ap­
pear to be applicable in the case of 
termination statements. Inclusion of 
such data as part of the contractor’s 
statements makes them his representa­
tions, which are, in turn, examined by 
the independent accountant and cov­
ered in his report along with the balance 
of the statement. It is recognized that, 
particularly in the earlier experiences in 
dealing with settlement proposals, there 
will be areas of uncertainty with respect 
to the treatment of some items and that 
there will be other items regarding 
which governmental policy will not have 
been clarified. In those cases the perti­
nent facts regarding the items in ques­
tion should be clearly set out. If such 
items in the opinion of the independent 
accountant constitute necessary costs 
applicable to the contract that are 
reasonable in amount and that have 
been determined in accordance with ac­
cepted accounting practice, the facts 
regarding them may be included with 
other explanatory comments as a part 
of the contractor’s statement without 
reference to them in the auditors’ re­
port. If, however, such items fail to 
meet one or more of those tests, they 
should be covered by the independent 
accountant in his report. By way of il­
lustration of the latter type of item, a 
determination of the loss of useful value 
of fixed property in excess of an al­
lowance for depreciation based on wear 
and tear, will frequently involve a de­
termination of the fair value of such 
property to the contractor after ter­
mination. The accountant will not be 
in a position, ordinarily, to pass upon 
the reasonableness of the fair value 
factor and consequently under those 
circumstances such an item should be 
covered in his report. The important 
point in this matter of disclosures is 
that in the interest of making it pos­
sible for the contractors, subcontractors, 
and government representatives to ef­
fect fair settlements promptly, the data 
furnished must be as complete and in­
formative as possible, particularly with 
respect to material facts. This requires 
that both the contractor and inde­
pendent accountants have a clear-cut 
understanding of the purpose of state­
ments and reports submitted.
Generally it may be said that a long- 
form report will be. more useful than a 
short form. By this I do not have in 
mind a twenty- or thirty-page report, 
but something modeled after the usual 
long-form certificate which discusses 
briefly the scope of examination of the 
principal or more important items and 
states briefly the auditors’ conclusions 
with respect to them.
Contract termination work is diffi­
cult to perform. By reason of the im­
portance and complexity of it and the 
conditions under which most of it will 
be done, a high degree of skill and 
proficiency is required. This demands 
that such work be done by men of 
ability and experience and that we 
continually recognize the obligation to 
maintain a high level of quality in the 
performance of it.
In conclusion, may I again refer to 
the fact that the magnitude and char­
acter of the public interest in war con­
tract termination settlements place par­
ticular emphasis upon the necessity 
that all public accountants who par­
ticipate in this work exercise extreme 
care to insure not only that they are 
adequately informed on the subject 
and that work of a high quality is done, 
but also that their participation is on 
a wholly objective and independent 
basis. A conscientious application of 
high principles, together with effec­
tive and intelligent work throughout 
all of our participation in termination 
matters, will result in substantial serv­
ice to our clients, to the government, 
and to the public.
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Chairman Bailey:
We come down now from the general 
to the specific. We had a speaker yester­
day afternoon who talked about the 
ten-dollar ideas. I think perhaps what 
follows now will be rated even higher.
Our next speaker is Mr. John W. Queen­
an of Chicago. As the memorandum in 
front of you states, he is an alumnus of 
the University of Illinois, which con­
ferred upon him the degree of bachelor 
of science in accounting in 1927. He is a 
resident partner of the firm of Haskins 
and Sells in Chicago. He has been a 
member of the Institute since 1936. 
This is, I believe, his first appearance 
on an Institute program. He has been 
in a particularly favorable position, 
because of some engagements that he 
has been connected with in Chicago, to 
find out about the workings of the ter­
mination policies at first hand, and the 
relationship of the public accountant to 
those policies. Mr. Queenan—
Treatment of Specific Expenses, Other Than 
Initial Expenses, upon Termination 
of War Contracts
By John W. Queenan, Illinois
Member, American Institute of Accountants
A terminated war contract generally 
presents a big problem to the 
  prime contractor, subcontrac­
tor and, in some instances, to suppliers 
furnishing standard materials. The prob­
lems of the prime contractor are the 
most severe as, in addition to his own 
claim, the prime contractor must ar­
range to obtain and settle claims of Sub­
contractors and suppliers. Although the 
statements of charges submitted by 
subcontractors and suppliers may be 
subject to audit by government audi­
tors, it is the responsibility of the prime 
contractor to determine, in accordance 
with reasonable business practice and 
prudence, the propriety of the claims. In 
the case of a large contract involving 
many subcontractors and suppliers this 
responsibility presents a serious prob­
lem, requiring considerable thought, or­
ganization, and capable personnel. The 
thoroughness with which this phase of 
the termination is organized and con­
ducted will determine to a great extent 
how expeditiously the entire termina­
tion will be settled, and may have a 
material effect upon the prime contrac­
tor’s future relations with his suppliers. 
The importance of this phase of the 
problem cannot be overemphasized 
since it is likely to be the “bottleneck” 
in many termination settlements.
Accounting in connection with claims 
under terminated war contracts re­
quires new thinking and a new approach 
from the usual accounting procedure. 
Methods of distribution of expenses 
which are reasonable and practicable 
for corporate accounting may, and in 
many instances do, result in incorrect 
costs for terminated contracts. Unlike 
CPFF contracts, accounting for termi­
nated fixed-price supply contracts is 
not hedged about by special cost speci­
fications and does not require the sub­
mission of documentary evidence, such 
as copies of invoices; of course, the 
contractor’s records are subject to audit.
In lieu of the “formula” type of 
settlement specified in early war con­
tracts, the present standard termination 
article of the War Department provides 
as an alternative the negotiated “lump 
sum” settlement, which is being fol­
lowed in most cases. A negotiated settle-
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ment does not mean a "horse trade” 
proposition where the contractor asks 
for a ridiculously high settlement in 
order to have an ample margin for bar­
gaining. The contractor is entitled to 
payment at the contract unit prices for 
all completed units delivered or deliv­
erable at the termination date. The 
settlement for the uncompleted portion 
of the contract is to be based on unreim­
bursed cost as indicated by the contrac­
tor’s records in accordance with the 
terms of the contract, plus a profit al­
lowance. In accounting for doubtful 
items it is important to keep in mind 
that the settlement will be made on a 
basis negotiated with the contracting 
officer.
The definition of costs set forth in 
War Department Procurement Regula­
tion No. 15, and in the Termination Ac­
counting Manual, is very general and 
not restrictive in character. It "is in­
tended to include those costs incurred 
which are necessary for the perform­
ance of the contract, are reasonable in 
amount, are properly allocable to the 
contract or the portion thereof under 
consideration, and are stated in accord­
ance with recognized accounting prac­
tices.” Items specified as "excluded 
costs” are few, some of which will be 
discussed later. The regulation provides 
that the contracting officer has the sole, 
authority to negotiate a settlement and 
the definition of costs does not limit 
his range of action in such negotiations. 
The contractor, therefore, has the op­
portunity of presenting for negotiation 
items of expense that may be unallowa­
ble or doubtful for other government 
contract purposes. The important point 
seems to be that items of costs included 
in the claim should be based upon sound 
accounting practices, and all arguments 
for inclusion of the item should be pre­
sented to the contracting officer for 
consideration.
It is probable that few companies 
have designed their accounting for 
fixed-price supply contracts to provide 
readily the information necessary in 
preparing a claim for a terminated con­
tract. For their own protection, it 
probably will be necessary for them to 
reappraise their cost systems in the light 
of the requirements for determining 
costs on a contract basis. Any system 
followed also must be based upon specific 
provisions of the individual contract. As 
an example, intracompany transfers be­
tween plants or divisions generally 
must be made at cost, but in certain 
instances provision is made in contracts 
for transfers from certain plants or de­
partments, such as foundries or steel 
mills, at market prices. Obviously, two 
contracts, one containing such a provi­
sion and one not, require different 
treatment in the cost determination.
The contractor’s claim may be pre­
pared on the inventory basis or the 
total-cost basis. On the inventory basis 
the costs to be included are determined 
by pricing the inventory in detail; on 
the total-cost basis the costs on the 
entire contract are summarized, a profit 
allowance is added, and billings for 
completed units are deducted. Because 
of the limited time, I intend to confine 
my remarks to claims prepared on the 
total-cost basis. If the claim is prepared 
on the inventory basis, the additional 
problem arises of allocating expenses 
properly chargeable to the contract 
between the completed portion and the 
uncompleted portion or inventory.
The following remarks as to specific 
expenses are intended only as a brief 
discussion of a few of the problems inci­
dent thereto:
The element of overhead costs to be 
included in the claim presents many 
problems. Care must be exercised that 
the amortization of expenditures ap­
plicable to the contract, and carried as 
deferred charges or other assets, is prop­
erly accelerated upon termination of 
the contract. Contract overhead costs 
should be adjusted for variations in 
inventories of supplies. Overhead rates 
and the bases of distribution should be 
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reviewed to determine that they result 
in equitable distribution to the contract. 
In connection with a canceled contract, 
it is important to consider whether any 
significant costs applicable to the con­
tract, in whole or in part, may have 
been charged to general overhead in a 
year prior to production on the contract 
and, because of distribution of overhead 
on production costs, may not have 
been charged against the contract. As 
an example, where a company follows 
the practice of charging items to ex­
pense that might properly be carried as 
deferred charges, it is easily possible 
that a contract canceled in its early 
states might not bear its proper propor­
tion of overhead costs unless careful 
consideration is given to such costs in­
cluded in overhead of the fiscal year 
prior to production. In another case, 
expenses applicable to a terminated 
contract may have been included in 
general overhead in the current year, 
to be apportioned to all production. 
An allocation of general overhead may 
not result in an adequate charge to the 
terminated contract unless the direct 
charges included therein are considered 
separately. Of course, if direct charges, 
applicable to the terminated contract, 
have been included in general overhead 
and are segregated for termination pur­
poses, then substantial direct charges 
applicable to other contracts should 
be eliminated before allocation. Also, 
overhead expenses may include charges 
for expenses not yet incurred which of 
course, Should be eliminated from the 
amount to be allocated, such as where a 
contractor provides for the cost of re­
sinking dies by a unit charge based on 
production.
A contractor’s status in relation to re­
negotiation proceedings must be con­
sidered in connection with any adjust­
ment of prior year’s expenses.
It is recognized as important that 
cost accounts be controlled by the gen­
eral accounts. So too, in anticipation of 
contract terminations, the general ac­
counting should be controlled by cost 
considerations; that is, the general ac­
counts should be kept in such manner 
as to preserve and make available cost 
items and information for cost determi­
nation. For instance, in the case of a 
contractor who acquired a plant in a 
run-down condition, the government 
may agree by contract to reimburse the 
contractor up to a specified amount for 
the cost of rehabilitating the plant for 
production of war materials. Where it 
becomes apparent that the rehabilita­
tion cost will exceed the specified reim­
bursable amount, the contractor, im­
pelled by conservatism, may not charge 
the rehabilitation jobs with their proper 
share of overhead items or other costs, 
on the theory that such costs would not 
be collectible since the aggregate costs 
exceed the reimbursable amount. How­
ever, the rehabilitation charges in ex­
cess of the reimbursable amount, to the 
extent that they represent reasonable 
costs, should be considered in produc­
tion costs on some reasonable basis of 
amortization, some portion of which 
may be a proper overhead charge 
against supply contracts. If such excess 
rehabilitation costs were buried in op­
erating accounts as incurred they might 
be overlooked in determining costs of 
the contract to which they apply, espe­
cially if production did not begin until 
several months later.
The cost of dies, patterns, special 
tools, etc., which are usable only on the 
terminated contract presents little dif­
ficulty providing such costs applicable 
to the contract have been segregated in 
the accounts. Frequently, this is not 
the case and the costs are charged to 
overhead expense as incurred and with­
out segregation by contracts. Where 
such costs are material, the accounts 
should be analyzed so that the proper 
cost may be charged to the contract. 
Where dies, patterns, special tools, etc., 
were acquired for the contract but are 
usable on other contracts, the amortiza­
tion should be allocated to the canceled
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contract, as well as to the other con­
tracts to which it applies, on the basis 
of all the facts, particularly the provi­
sions of the contracts. If the price in 
the terminated contract was based on 
estimated costs which provided for full 
amortization, and it can be demon­
strated that prices specified in the 
other contracts were based on cost esti­
mates which did not include any amor­
tization of dies, patterns, tools, etc., 
then there seems to be justification 
for charging the full unamortized cost 
at termination as an element of cost of 
the terminated contract.
The definition of costs included in 
Procurement Regulation No. 15 pro­
vides that there may be included as an 
element of cost, to the extent properly 
allocable to the contract, a reasonable 
allowance for depreciation based on 
wear and tear (including obsolescence 
due to progress in the arts), but that 
with respect to facilities covered by 
Necessity Certificates the rate of amor­
tization allowed under section 124 of 
the Internal Revenue Code shall not 
be controlling and is not relevant for 
the purpose of computing rates of de­
preciation or obsolescence. However, 
the cost definition further provides that 
the claim may include an amount in 
excess of normal depreciation, which 
may be described as wartime obsoles­
cence, for any machinery, equipment, or 
other facility acquired for the perform­
ance of the contract, or the contract 
and other contracts, where there has 
been a loss of useful value occurring 
during the performance of the contract 
or arising from its termination for con­
venience of the government. In such 
cases, the contracting officer must pro­
tect the interest of the government by 
requiring transfer of title to the govern­
ment, by stand-by agreement, or any 
other manner judged to be appropriate 
by the contracting officer. In other 
words, the definition of cost requires 
that, where applicable, the charge for 
use of facilities be divided between the 
portion representing wear and tear and 
the portion representing loss of useful 
value by reason of the fact that the fa­
cilities are not usable for other purposes. 
The contractor cannot expect to recover 
the full cost of a building or facility 
from the government and at the same 
time have that facility available for 
future civilian operations without cost. 
On the other hand, where the facts are 
clear that there has been a definite loss 
of useful value, it is principally a prob­
lem of stating those facts in such way 
as to convince the contracting officer 
that the loss in value in excess of depre­
ciation allowed is actual, and is prop­
erly allocable, in whole or in part, to 
the terminated contract. In such case, 
if the facilities were acquired for, and 
were used in the performance of, the 
terminated contract only, then the cost, 
less salvage, should be included in the 
claim in two items, i.e., depreciation to 
date of termination and wartime ob­
solescence. It should be remembered 
that the total costs to date of termina­
tion, including allowable wartime ob­
solescence, and engineering, develop­
ment and special tooling, plus the esti­
mated cost to complete the contract, 
cannot exceed the total contract price. 
For example, if there is indicated war­
time obsolescence of $250,000 chargea­
ble to a contract for $1,000,000, but it 
is estimated that, to complete the con­
tract, the other costs would be $800,000, 
then the amount of wartime obso­
lescence would be limited to $200,000. 
If the facilities were acquired for, or are 
being used in the performance of, other 
contracts, as well as the terminated 
contract, depreciation and loss of useful 
value or wartime obsolescence should 
be allocated to the various applicable 
contracts on some reasonable basis, 
consistent with the provisions of the 
various contracts, including any cost 
estimates therein. Unless the other con­
tracts are near completion, that is apt 
to be quite an assignment, but the 
contractor generally cannot afford to 
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proceed on the assumption that the 
wartime obsolescence will be recovered 
entirely on the remaining contracts, 
which, in turn, also may be terminated.
A proper proportion of general and 
administrative expense is allowable as 
an element of the claim. In most cases 
allocation of administrative expenses 
will require considerable analysis and 
study and an examination of all the 
facts and circumstances relating to the 
various classifications of expense. Con­
tractors should not overlook the fact 
that considerable administrative time 
and expense may be required prior to 
actual performance of the contract. In 
fact, frequently more administrative 
time and expense is required before 
production begins than during the actu­
al execution of the contract. Where a 
contract is terminated in its early stages, 
the contractor’s customary method of 
allocation might result in a considerable 
understatement of administrative costs 
properly applicable to the contract.
The element of administrative ex­
pense included in the claim, as well as 
all other overhead elements, should be 
based upon actual expenses and repre­
sent a reasonable proportion of the to­
tal. The contractor should be prepared 
to explain and justify unusual increases 
in administrative expenses as compared 
with those of previous years. In submit­
ting a claim it is necessary to attach a 
schedule showing the detail of the total 
expenses and the methods of allocation 
to the particular contract. Many claims 
are received in which the administrative 
and other overhead expenses obviously 
bear no relation to proper actual ex­
penses. For example, a prime contractor 
recently received a claim from a sub­
contractor somewhat as follows:
Raw material and work-in­
process ............................... $100,000
Administrative expense.... 120,000
Engineering expense.......... .  80,000
Profit..................................... 450,000
Total.............................. $750,000 
The subcontractor did not submit in­
formation as to the items of administra­
tive expense, engineering expense, and 
profit, which would permit the prime 
contractor or the contracting officer to 
judge the reasonableness of items, 
which in the summary appear to be en­
tirely unreasonable.
Failure to discontinue production, 
and related costs, of the prime contrac­
tor or subcontractor within a reasonable 
time after notice of termination may 
result in the exclusion of such costs 
from the allowable items of the settle­
ment. If for some reason it is not prac­
ticable to discontinue all production 
immediately or if the termination no­
tice provides certain exceptions not sub­
ject to termination, it is well to have 
an early conference with the contracting 
officer to arrive at a mutual understand­
ing and to obtain proper authorization 
for any work beyond the suspension 
date. The accounts should be kept in 
such manner as to indicate that the 
terms of the understanding have been 
followed.
One item in the definition of costs in­
cluded in PR No. 15 which apparently 
is causing some concern is the provision 
that allowed costs shall not include 
costs incurred in respect to facilities, 
materials or services purchased, or 
work done, in excess of the reasonable 
quantitative requirements of the con­
tract, after fair allowance for spoilage 
in manufacturing. I do not believe that 
contractors who file fair and reasonable 
claims and who have used ordinary 
good business judgment need be con­
cerned about this item. Certain con­
tracting officers have indicated that 
they do not believe that a negotiated 
settlement should be used to police 
industry for violations of such regula­
tions as the sixty-day inventory limita­
tion of the Controlled Materials Plan. 
It would be an endless task to follow 
through the quantitative requirements 
of items required in the manufacture of 
a tank, airplane, or other similar prod­
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uct. It seems reasonable to expect that 
exclusions will be made on the “quan­
titative requirements” basis only in ex­
treme or obvious cases. Usually there 
can be little argument against exclud­
ing the cost of materials purchased in 
excess of the total material requirements 
for the contract, unless the contractor 
had a reasonable basis for expecting an 
increase in total production require­
ments under the contract.
Another “excluded cost” is stated to 
be cost of items (in excess of normal 
spoilage in manufacture) undeliverable 
because of destruction or damage, 
whether or not because of the fault of 
the contractor. Paragraph 15-444.2 of 
PR No. 15 states, however, that this 
provision is strictly applicable only to 
formula settlements, but should be 
given consideration in connection with 
negotiated settlements. Here again, it 
seems to me that, at least on a negoti­
ated basis, exclusions will be made only 
in cases where destruction or damage is 
clearly due to negligence on the part 
of the contractor. Obviously, where a 
contractor is manufacturing products 
never before manufactured by him, 
spoilage, at least in the early stages, 
must be expected to be larger than the 
normal peacetime spoilage.
The expense of conversion of the con­
tractor’s facilities to uses other than the 
performance of the contract is mentioned 
as an “excluded cost.” In some cases, 
where the expenses are reasonably 
definite in amount and where all the 
facts would ordinarily justify their in­
clusion in cost, the expenses should be 
included in the claim and set out sepa­
rately, with a presentation of all the 
facts so that the contracting officer can 
give adequate consideration to their al­
lowance as an element of cost, or at 
least in determining the profit allow­
ance. For example, a contractor may 
have removed various walls in his plant 
in order to produce units efficiently 
under a contract, later terminated. The 
cost of removing the walls might be 
negligible, but the cost of replacing the 
walls might be substantial. If the con­
tract were carried to completion it is 
assumed that the profit realized would 
compensate for the expense of replace­
ment, assuming that were necessary. 
However, the contract may have been 
terminated in its early stages before a 
sufficient margin of profit could be real­
ized to cover the replacement cost.
In addition to the contract costs, the 
contractor’s claim may include post­
termination costs such as for the pro­
tection, removal, storage, transporta­
tion, sale, and disposal of property 
which the contractor acquired or pro­
duced for the purposes of the contract. 
In general, such costs should be ap­
proved by the contracting officer before 
they are incurred. The expense of stor­
age of government-owned equipment 
should be considered in connection with 
the provisions of the contract which, in 
most cases, until recently required the 
contractor to store the equipment for a 
period of one year at his expense. That 
provision, I understand, is being amend­
ed to provide that the equipment will be 
maintained in position in the plant for 
ninety days pending a possible need and 
that for the next nine months the equip­
ment will be stored if space is available. 
If storage space is not available in the 
contractor’s plant, it will be stored at 
government expense.
Post-termination costs allowable in 
the claim also include accounting, legal, 
clerical, and other expenses necessary 
in connection with the discontinuance 
of the contract and its subcontracts, 
other than in connection with litigation 
of claims against, or asserted by, the 
government. Inasmuch as procurement 
regulations provide that all costs in­
curred subsequent to the termination 
date shall be presented as a separate 
element of the claim, it would facilitate 
the preparation and audit of the claim 
if provision were made to segregate 
these charges, as well as credits for dis­
posal of inventory, in the general ac-
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counts as incurred. Fees of independent 
public accountants for assistance in the 
preparation of, or for auditing, the 
claims are an allowable element in the 
cancellation charges if reasonable in 
relation to the size and complexity of 
the claim and to the assistance the 
accountant’s report gives to the con­
tracting officer or other reviewing 
officials.
Procurement regulations require that 
the contractor furnish an inventory of 
raw materials, materials in process, and 
finished products on hand. Although it 
may appear desirable to delay taking 
a physical inventory until the inventory 
has been reduced by disposals, a physi­
cal inventory taken as soon as possible 
after termination will facilitate the set­
tlement and eliminate many problems 
that may arise otherwise. An early 
physical inventory will make available 
more reliable information in connection 
with inventory disposition and can be 
taken during the lull which is bound to 
follow any sizable termination, using 
employees who otherwise might be un­
employed during that period. A delayed 
physical inventory, on the other hand, 
might conflict with production on other 
war contracts which, in the meantime, 
may have replaced the terminated con­
tract.
The question of disposition of inven­
tories presents one of the most difficult 
problems in connection with termina­
tion settlements. This problem will be 
greatly aggravated on “V” day. It is 
not practical for the government to 
take title to the inventories and store 
them while attempting disposal. The 
various services have given a considera­
ble amount of thought to the problem, 
but the procedures still require many 
improvements to effect speedy and 
efficient disposal. At the present time, 
certain critical materials and parts can 
be disposed of to other contractors, 
arsenals, or the various services. At 
best, however, piecemeal disposition 
is a slow process, even though in some
instances the government may give the 
contractor blanket authority for dis­
posals within certain limits. In view of 
the importance to the government, it 
would appear reasonable that an allow­
ance should be made in determining 
the profit element for a contractor who 
has performed an efficient job of dis­
posing of inventories incident to the 
terminated contract.
Too frequently, independent public 
accountants’ reports on audits of termi­
nation claims are of little use to the 
contracting officer. The claim I men­
tioned previously, in discussing admin­
istrative expense, was accompanied by 
a public accountant’s certificate indi­
cating no exceptions, although subse­
quent examination by the prime con­
tractor indicated that the administra­
tive expense included was the amount 
that might have been properly allo­
cated had the contract been completed. 
In other cases, contracting officers have 
excluded accountants’ fees, in whole or 
in part, on the ground that the audit, 
or report thereon, was not such as to 
contribute to the determination of the 
settlement. I am not concerned as to the 
possibility of accountants’ fees, in gen­
eral, being excluded, since the govern­
ment needs the assistance of independ­
ent public accountants in handling 
this enormous termination problem. I 
am concerned, however, by the fact 
that many accountants’ reports do not 
serve the purpose for which they are re­
quired. It should be remembered that 
the settlement of termination claims 
generally is not on the basis of a for­
mula but on the basis of negotiation. 
The purpose of the report of independ­
ent public accountants should be to as­
sure the contracting officer as to the 
general reliability of the figures, and to 
furnish him with information as to the 
composition of, and methods of deter­
mining, the various amounts in the 
claim, on the basis of which a conclusion 
may be reached as to their reasonable­
ness and propriety. The information 
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furnished, except for the underlying 
working papers, should be substantially 
that which would be available to the 
contracting officer if the examination 
had been made by government auditors. 
Adequate information can scarcely be 
given in a one-page certificate. The re­
quirements and purposes of the audit 
report are clearly set forth in the War 
Department Termination Accounting 
Manual. One of the principal justifica­
tions for allowing accountants’ fees is 
that their work is in lieu of audit work 
that would otherwise be required of 
government auditors.
Industry and the government face a 
tremendous job in settling claims on 
terminated contracts, now and to an 
even greater extent on “V” day. The 
facility with which settlements will be
Chairman Bailey:
We have one more treatment of the 
specific phase of this problem. Mr. Den­
nis is also a newcomer, I believe, to the 
Institute programs. He is a resident 
partner in Cincinnati of Lybrand, Ross 
made will depend upon a high degree of 
cooperation. The system of negotiated 
settlements should contribute to the 
success of the transition to a peacetime 
economy depending, of course, upon 
the reasonableness of businessmen and 
of the government representatives re­
sponsible for the settlements. We should 
all remember that although a negoti­
ated settlement should be based on a 
reasonable determination of cost, speed 
is to be preferred to meticulous accu­
racy. The extent to which public 
accountants meet squarely the problems 
of terminated contracts, and prepare 
their clients to meet the practical prob­
lems connected therewith, will, un­
doubtedly, have a considerable bearing 
on the standing of the profession in the 
postwar period.
Bros. and Montgomery, with which 
firm he has been connected since 1916. 
Mr. Dennis will talk to us on the prob­
lems of starting-load and initial ex­
penses.
Treatment of Initial Expenses on Termination 
of Fixed-Price Supply Contracts
By Fred C. Dennis, Ohio
Member, American Institute of Accountants
C
onsideration of the accounting 
for starting-load costs or initial 
expenses in fixed-price supply 
contracts is particularly important at 
this time because of the possibility of 
termination of any war supply contract. 
Termination is generally due to changes 
in the supply requirements of the armed 
forces normally occurring because of 
strategic changes, development of new 
projects, invention of new items of war 
material, reallocation of scarce raw ma­
terials, and other similar factors arising 
under the changing circumstances of 
modern war.
Starting-load costs or initial expenses 
may be defined as nonrecurring ex­
penditures made in the early stages 
of contract performance, the benefits 
of which extend throughout the life of 
the contract. It is important to keep in 
mind that starting-load costs, as the 
term implies, are nonrecurring. There 
are several types of starting-load costs 
or initial expenses, and we shall discuss 
some of them in detail later on.
If it were not for the possibility of 
termination of a supply contract during 
its early stages there would be little 
need for devoting time to the discussion 
of the proper accounting for starting­
load costs. Such expenditures have been 
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made in material amounts in connection 
with many contracts which have been 
completed or are now nearing comple­
tion. It is assumed that these items have 
been treated in the accounts and in the 
published reports of contractors in ac­
cordance with generally accepted ac­
counting practices applicable in the 
circumstances.
We are concerned here only with the 
proper accounting for these costs in 
order that the contractor may be pre­
pared for the possible termination of 
his war supply contracts. References 
herein to contractors are generally equally 
applicable to subcontractors. There can 
be little doubt, based on the regulations 
and manuals issued by the service de­
partments of the government, that it 
is hoped that termination claims re­
lating to supply contracts can be settled 
in the main by negotiation. Since the 
negotiated settlement of a terminated 
contract on a basis satisfactory and 
fair to the contractor may depend 
largely on how convincingly his claim 
can be presented to the contracting 
officer, the importance of properly de­
termining starting-load costs or initial 
expenses cannot be overemphasized. If 
these items are not properly determined, 
the contractor’s claim will be reduced 
and he will thereby suffer the loss of 
expenditures made in connection with 
the contract. Also, if at the time of 
termination the contract is in its early 
stages, it will be necessary to prorate 
properly the starting-load costs in order 
to determine whether or not the con­
tractor might reasonably have expected 
to realize a profit on the contract if it 
had not been terminated.
If it can be demonstrated that a 
profit could reasonably have been ex­
pected, then the contractor will be al­
lowed a profit on expenditures made to 
date of termination on account of the 
contract. Such expenditures would in­
clude all proper starting-load costs. 
It would appear that in the case of a 
supply contract terminated in its early 
stages, having starting costs represent­
ing expenditures requiring a high de­
gree of skill with respect to engineering 
work, production scheduling, technical 
study, and supervision or other services, 
a higher percentage of profit should be 
allowed the contractor on such ex­
penditures than in the case of a con­
tract requiring comparatively little skill 
or ability. Careful consideration should 
be given to the compilation of data to 
support such a contention.
It should be noted that the impor­
tance of starting-load costs decreases 
as completion and delivery of supplies 
under the contract progress. However, 
in view of the fact that no contractor 
can be sure at what time a contract 
may be terminated, either in whole or 
in part, it is necessary that such steps 
be taken as will enable him to prove to 
the satisfaction of the contracting of­
ficer the amount of the starting-load 
costs and that such expenditures are 
properly applicable to the contract.
In view of the fact that starting-load 
costs will generally be material only 
in those instances where a contractor 
is undertaking the production of a 
supply, the manufacture of which is 
new to him, it would appear advisable 
that in the case of each such contract 
the contractor’s accounting officer un­
dertake the preparation of supporting 
data and certain detailed records with 
respect to each contract. The method 
of such record-keeping will depend 
largely on accounting records and other 
data available and on the available 
manpower. Although it is true that this 
will in many instances place an added 
burden upon the already overburdened 
accounting organizations of contractors, 
nevertheless it would seem that, if the 
contractor desires fully to protect his 
right, he can ill afford to keep records 
containing data insufficient to satisfy 
the contracting officer. This is another 
challenge to industrial accountants, to 




Before considering specific types and 
examples of starting-load costs, let us 
consider carefully the definition of and 
provision for the allocation of starting­
load costs as contained in Procurement 
Regulation No. 15 (15-496):
“‘Starting-load costs’ on supply con­
tracts, in appropriate cases are properly 
to be spread, in accordance with recog­
nized accounting practices, over the 
contract as a whole and allocated in 
part to the uncompleted portion of the 
contract. (See paragraph (b) of PR 324 
and paragraph 15-451.1.)”
‘“Starting-load costs’ are nonrecur­
ring although the benefits of the expend­
iture are spread throughout the life of 
the contract. The mere fact that a non­
recurring cost has been incurred during 
the period in which completed articles 
were produced does not mean that the 
whole amount of that cost must be ab­
sorbed in the cost of such completed 
articles. Only a proper portion of such 
costs allocated in accordance with rec­
ognized accounting practices need be 
attributed to the cost of such completed 
articles. The remainder may be allo­
cated over the uncompleted portion of 
the contract and such portion of that 
remainder may be regarded as a cost on 
termination. The foregoing also applies, 
within reasonable limits as determined 
by the contracting officer, to an initial 
high rate of rejects or of machine break­
downs and similar factors of expense 
and delay in the early stages of a con­
tract, nonrecurring in nature, where 
such factors, in the opinion of the con­
tracting officer, are reasonably due to 
the contractor’s unfamiliarity with the 
work, the complexity of the work, or 
other factors warranting such alloca­
tion over the whole contract.”
It should be noted that starting-load 
costs on supply contracts in appropri­
ate cases are properly to be spread, in 
accordance with recognized accounting 
practices, over the contract as a whole 
and allocated in part to the uncompleted 
portion of the contract. Note, however, 
the last sentence of the above quota­
tion.
Note also that, in order that a con­
tractor may secure the proration over 
the life of the contract of “an initial 
high rate of rejects or of machine break­
downs and similar factors of expense 
and delay in the early stages of the 
contract,” the contractor must con­
vince the contracting officer that such 
costs are “reasonably due to the con­
tractor’s unfamiliarity with the work, 
the complexity of the work, or other 
factors warranting such allocation over 
the whole contract.”
Starting-load costs include factory 
rearrangement, employee training, en­
gineering, and other technical services, 
expenses in connection with the placing 
of subcontracts, and any other non­
recurring expenditure applicable to and 
occurring during the early stages of the 
contract. Factory rearrangement costs 
usually include labor, material, engi­
neering, and other supervisory expenses. 
Employee training expenses in many 
instances have represented substantial 
sums. Special facilities have been pro­
vided with instructors, machinery, tools 
and equipment such as will be used by 
the employee when he or she joins the 
production line. In many instances, 
however, such a program is not con­
sidered practicable. It is then necessary 
to measure as accurately as possible the 
cost of such training which is under­
taken concurrently with production. 
Expenses in connection with subcon­
tracts generally consist of time of the 
prime contractor’s technical staff and 
certain key executives, and expenses 
incurred by them in connection with the 
subcontracts.
Experience with contracting officers 
negotiating settlements leads to the 
conclusion that they are not particu­
larly interested in form but are con­
cerned primarily with the substantial 
accuracy of the accounting records and 
supporting data and the justification 
for including such costs in the con­
tractor’s claim.
One case which involved several of
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the above starting-load costs may be of 
interest to you. A Midwest contractor 
undertook a supply contract for a gov­
ernment agency. It was necessary that 
considerable rearrangement of machin­
ery and equipment be made and that 
new equipment be installed. It was 
also necessary that new employees be 
added and trained in the operation 
of these machines, that special tooling 
be undertaken and that engineering 
studies be made. Although it was esti­
mated that the performance of this 
contract would require several months, 
nevertheless it was not of such mag­
nitude as to justify the establishing of 
a special training course for new em­
ployees. Accordingly, in the early stages 
of production, spoilage was high and 
output was relatively small. The con­
tractor maintained at the outset what 
might be described as job-cost sheets 
in considerable detail, setting forth ex­
penditures for factory rearrangement, 
engineering, and other special services. 
As production got under way, time 
studies were made frequently, and dili­
gent efforts were made to increase 
efficiency. Before the contractor had 
proceeded far enough to eliminate op­
erating inefficiencies the contract was 
terminated for the convenience of the 
government. In a short time, however, 
a similar product was contracted for 
by another government agency and its 
manufacture undertaken in the depart­
ment previously established by the con­
tractor. It was necessary, of course, 
that the contractor present his claim to 
the first government agency, as the ex­
penditures made on the first contract 
could not be properly carried over to 
the subsequent contract with the other 
government agency. Fortunately for 
the contractor, before the time arrived 
for presenting his claim to the first 
government agency, the efficiency of 
his operating department had increased 
to such a point that he was then show­
ing a satisfactory profit on the new 
product which was very similar to the
one on which the contract had been 
terminated. He was now in the position 
of having maintained complete records 
of his starting-load expenses and also 
was in a position to show that had the 
contract not been terminated he would 
have been able to absorb the starting­
load costs and would have made a 
profit. The claim was presented and 
allowed by the first government agency, 
so that the contractor recovered his 
expenditure for starting-load costs and 
also was allowed a profit on such costs 
as well as on other costs in connection 
with the contract which had been ter­
minated.
In another instance a supply con­
tract was terminated in its early stages. 
The circumstances were comparable with 
those in the preceding example — sub­
stantial expenditures for factory re­
arrangement and engineering services, 
a large proportion of new workers with 
little if any mechanical skill, a large 
quantity of rejects in the early stages 
of production, and many other diffi­
culties. Employees were trained con­
currently with production. Fortunately, 
time studies had been made shortly 
before notice of termination was re­
ceived and these studies, together with 
other cost data, indicated that the con­
tractor was then producing the item 
at a profit. The contractor contended 
that costs in excess of unit costs at 
date of termination represented start­
ing load. His contention was allowed. 
Starting-load costs were prorated to 
total units in the contract. Units com­
pleted were charged with their prorata 
share and the balance was included in 
the uncompleted portion of the con­
tract.
In this and the preceding example, 
costs of completed units were first de­
termined exclusive of starting-load costs, 
which were then added to ascertain 
whether or not the contractor was 
making a profit at date of termination.
In addition to the foregoing examples 
of starting-load costs, let us consider
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a few examples of expenses which have 
been rejected by contracting officers as 
improper starting-load costs. In one case 
the contractor had a substantial amount 
of idle plant expense prior to commence­
ment of production on his government 
contract. This idleness was caused by 
government restrictions on production 
of his consumer goods. The contracting 
officer took the position that such idle 
plant expense was not applicable to the 
contract. In another case loss on con­
sumer goods inventory displaced by war 
production was rejected as not properly 
chargeable to the contract.
If at date of termination it does not 
appear that the contractor is making a 
profit, diligent efforts should be made to 
ascertain the reasons. A review of cost 
estimates made concurrently with plac­
ing of the contract should be helpful. 
If it can be shown that current labor, 
material, and overhead costs are in line 
with estimates, it would appear that 
the absence of a profit may well be due 
to starting-load costs. Such costs might 
include high rate of rejects, labor in­
efficiencies, expenses incident to ma­
chine breakdowns, and other unusual 
expenses in the early stages of con­
tract performance.
In the manufacture of newly designed 
supply items, rejects and other costs 
may be high and the period of un­
satisfactory and unprofitable contract 
performance may extend far beyond 
that contemplated by the contracting 
officer or the contractor. This may be 
caused by the changing of designs or 
production methods, or both.
The question has been raised as to the 
proper reporting of starting-load costs 
or initial expenses in the event that a 
supply contract has been terminated. 
Prior to termination some of these ex­
penditures would be properly includable 
in inventory, whereas others would be 
included under prepaid expenses and 
deferred charges. On termination, how­
ever, it would appear that these ex­
penditures should be eliminated from 
the foregoing asset accounts. The gen­
erally accepted definition of inventory 
is, “merchandise bought for resale, fin­
ished and partially finished goods manu­
factured for sale in the normal course 
of business, and materials and supplies 
purchased for use in production.” It 
would appear that, inasmuch as the un­
amortized portion of starting-load costs 
of a terminated contract would not be 
includable in future work in process, 
they should be eliminated from the in­
ventory. Prepaid expenses and deferred 
charges represent the residual amounts 
of an expenditure or accrual made prior 
to the balance-sheet date which should 
be allocated between two or more fiscal 
periods. Prepaid expenses or deferred 
charges applicable to a terminated sup­
ply contract are not chargeable against 
the income account in subsequent pe­
riods.
It would appear that the unamortized 
balances of starting-load costs or initial 
expenses previously carried either in 
inventory or in prepaid expenses and de­
ferred charges should be transferred to a 
special claim account appropriately de­
scribed. This account might also include 
the balances of other expenditures for 
which a claim has been or is to be filed. 
Such an account should be shown as 
current or noncurrent depending on the 
probable date of settlement subsequent 
to the balance-sheet date.
In conclusion it should be kept clearly 
in mind that starting-load costs are 
nonrecurring and the benefits thereof 
are expected to extend throughout the 
life of the contract. It is to be hoped 
that most supply contracts will be 
settled by negotiation between the con­
tracting officer and the contractor. If 
this be so, it is presumed that the con­
tracting officer will give due weight to 
accounting records and data which show 
that such starting-load costs are prop­
erly applicable to the contract and will 
not be unduly technical as to the form 
of such records. Although the com­
pilation and segregation of data in 
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support of starting-load costs is an 
added burden on the contractor’s ac­
counting department, nevertheless, the 
possibility of termination makes it im­
perative that every effort be made to 
build up a record of these starting­
load costs as they are incurred. Ex­
perience indicates that data accumu­
lated and records made at the time an 
expenditure is incurred are much more 
convincing than conclusions arrived at 
months afterwards by the application 
of percentages or theoretical pomputa- 
tions.
Now is the accepted time; tomorrow 
may be too late.
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(1) Definite recognition, by legislation if 
necessary, for negotiated settlements after 
adequate investigations appropriate in the 
circumstances. Such negotiated settlements 
should be final in the absence of fraud or 
misrepresentation.
(2) Review of negotiated settlements by 
the Comptroller General for fraud, on mis­
representation, with right of access to all 
data relied upon by the contracting officers 
in making the settlements, and full rights of 
examination of contractor’s data in case of 
suspected fraud, but with no right to set 
aside negotiated settlements in the absence of 
fraud or misrepresentation.
(3) Decisions on recognized accounting 
practices to be published in sufficient detail 
to serve as criteria to both government 
personnel and the public in the development 
of termination proposals. When such de­
cisions are to involve fundamental problems 
of wide application, independent accountants 
should be given the opportunity of expressing 
opinion on questions of recognized accounting 
practices.
(4) Trained auditing and accounting per­
sonnel should be conserved in every possible 
manner to avoid breakdown of procedures 
due to shortage of manpower, which, if it 
became acute, would seriously delay settle­
ments and thereby impede resumption of 
normal business activity by the contractor. 
Policies which are recommended in this 
connection are as follows:
(i) Where examination of contractor’s rec­
ords is necessary, the audit or examina­
tion of records should be handled by one 
service.
(ii) There should be authority for treatment 
of all terminated contracts of one con­
tractor at one time by one service where 
such procedure is feasible and appropri­
ate.
(iii) There should be assigned at once to 
corporations having large numbers of 
contracts or subcontracts an accounting 
representative of the service most in­
terested, to furnish to all services or 
prime contractors necessary accounting 
and auditing reports on any terminated 
contracts.
(5) Uniformity of procedures to be fol­
lowed by the various procurement agencies. 
The necessity for uniform rulings on cost 
allowances and on accounting decisions is 
particularly to be emphasized.
(6) A planned program of education and 






The American Institute of Accountants 
has pledged itself to do what it can in such 
a program.
(7) Many matters of policy can be decided 
prior to termination, and policies should be 
adopted which permit advance agreement 
between government and contractor wher­
ever possible. This is particularly important 
with respect to disposal of material, removal 
of equipment, termination expenses, dele­
gation of authority, procurement agency to 
be responsible, examination of subcontrac­
tors’ claims, etc.
(8) There must be adequate machinery for 
partial payments, and payments must be 
made mandatory to as large an extent as 
possible and, if necessary, disbursing or 
contracting officers of the government should 
be held personally harmless for payments 
made in good faith, or approved in good 
faith, to prime contractors.
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By Maurice E. Peloubet, New York
Member, American Institute of Accountants
There is a parable, more apocry­
phal than the Apocrypha or, per­
haps, a story of an actual hap­
pening, which is so nearly parallel to 
the situations we will discuss that I 
cannot refrain from reading it to you. 
In English the story reads:
In the days of peace there lived a man 
of the South who was wise and who was 
an excellent artificer, even as Tubal 
Cain. And this man had sons and com­
panions and servants who loved him 
and partook of his wisdom and added to 
the store thereof.
This man knew the secrets of the air. 
He could see afar off and he could hear 
the voices of them that dwell at the ends 
of the earth. His voice also could he 
make loud, to be heard in the ends of 
the earth.
Now this was a wise man and not a 
magician, neither did he use his wisdom 
as the Witch of Endor but he made his 
sons and his companions and his serv­
ants and the people even as wise as he, 
according to their capacities and na­
tures.
And this man increased in wisdom 
and in the knowledge of the ways of the 
air and of the lightning but he did not 
increase in flocks and herds and gold 
and silver because his desire was wis­
dom.
Now there came war upon the land. 
The young men left the plough and the 
market place, the shop and the forge 
were deserted and the garden was tended 
by old men. The enemy came against 
the land with many devices, most fear­
ful. They came with flying dragons, 
with prowlers of the depths fiercer than 
Leviathan and with moving castles ut­
tering fire which were greater than 
Behemoth.
And the lords of the land, the cap­
tains of soldiers and the masters of ships 
came to the man of the South saying, 
“If we can find out these prowlers 
fiercer than Leviathan, if we can know 
the nests of these dragons, if we can 
meet with these moving castles in a 
steep place, we can utterly destroy 
them. Teach us, then, to hear from afar, 
even from the depths of the sea and 
from the spaces of the upper air. Teach 
us also to make loud our voices and to 
speak to the ends of the earth.”
He answered them saying, “All that 
I have of wisdom is yours and all that 
my sons and companions and servants 
have. The cunning devices of my hands 
are also yours and I will give of my wis­
dom to whomsoever you may nomi­
nate.”
The lords and captains heard him 
with joy saying in their hearts, “This 
is a man of faith and good will,” and 
they spake unto him:
“What reward shall we give for your 
wisdom and cunning devices?”
And the man from the South an­
swered, saying, “All that I ask is that I 
be saved whole, as I am now, when the 
war shall cease.”
The lords and captains answered, 
“Your deserving is great but now is not 
a time to speak of rewards.”
So the devices of his hand were mul­
tiplied and his wisdom was given to all, 
yea even unto those that had contended 
with him in time of peace.
Then the captains called him before 
them and said, “Now is come the sea­
son to speak of reward and yours shall 
be great for ye have deserved greatly.”
But the man from the South an­
swered, saying, “Only save me whole. 
I ask no more.”
Then the captains declared his re­
ward saying, “Your deserving is great. 
You have given of your wisdom to them 
that have contended against you for 
our sake. Your devices have sought out 
the prowler of the sea that is like Levia­
than, you have made our voices to
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take the case of a contractor who had a 
profit of $400,000, before taxes and rene­
gotiation, on sales of $2,000,000. The 
price adjustment board thought a. re­
fund of $200,000 was appropriate, giv­
ing him a percentage of 11^ per cent 
on his adjusted sales, or 10 per cent on 
what he had fondly imagined were his 
gross sales. If his taxes were calculated 
under the 80 per cent limitation, his 
effective rate would be 72 per cent after 
deducting his postwar refund. Taxes 
on his remaining profit of $200,000 
would, therefore, be $144,000, and $56,- 
000 would remain as an apparent net 
income. This is a profit of a little over 
3 per cent on adjusted sales and, while 
not very large, it might, if it were a 
genuine realized profit which could be 
retained, be enough to preserve at least 
the contractor’s prewar position. But if, 
as in a case with which I am familiar, 
the company needed at least $200,000 
to provide for the impact of postwar 
expenses and liabilities, the company 
would have had no profit whatever 
after the refund demanded by the price 
adjustment board had been made. Or, 
to put it another way, if provision for 
postwar expenses and liabilities were 
permitted by the federal tax laws and if 
such provisions were recognized by the 
price adjustment boards, no refund 
would have been required by the price 
adjustment board as a profit of only 
$200,000, before taxes, would have been 
realized on $2,000,000 of sales, a profit 
of 10 per cent, and only $56,000 would 
have remained as profit after taxes. The 
problem was not, to decide whether an 
excessive profit had been made, but 
whether any profit at all had been re­
alized, and the deciding factor was the 
necessity, unrecognized by the Treas­
ury or the price adjustment boards, for 
reserves for postwar expenses and lia­
bilities.
You will observe that I am avoiding 
the word “contingencies.” I do not 
believe that an item may properly be 
described as contingent when the event
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reach the ends of the earth and you have 
sought out the depths of the air and 
fetched a compass round about them. 
The lords of the land have decreed a 
reward for you. Give us only a quarter 
of your substance. The rest you may 
keep.”
Now was the man of the South troubled 
and cast down and knew not where to 
turn. For the captains ruled the land 
and none could contend with them, 
neither could any sit in judgment upon 
them. But he attempted to answer 
them, saying, “My lords, I ask only to 
be saved whole. But I have many com­
panions and servants who look to me 
for bread. Shall I say when the war 
shall cease, ‘Ye are good and faithful 
servants. Ye have done well and the 
devices of your hands have been excel­
lent. But my substance has been taken 
from me by the captains. Go, fill your­
selves with the wind and nourish your­
selves with stones.’ That I cannot do. 
God would smite me and my fellow men 
would sit in judgment upon me. Fur­
thermore, my substance is not in gold 
and silver, which you require, but in 
lands and houses, in the tools of the 
forge and the shop and in the where­
withal to make the devices which you 
require. Do not destroy me utterly, for 
your own sakes.”
Then the captains consulted together 
and replied: “Old man, you imagine 
vain things. Your substance is great 
and we have given it to you. What will 
be, will be, and neither you nor we can 
look into the future. Therefore, give us 
of your substance a fourth part and 
leave off your repinings and forebod­
ings.”
Here the manuscript ends. What 
happened to the unfortunate old man 
of the South or how he was finally dealt 
with- are lost in the mists of antiquity.
Conditions may not be quite so bad 
now as they were in the time of the pe­
culiar and obscure war to which the old 
story refers. It is true that we have re­
negotiation boards which act a good 
deal like the captains who made the 
generous arrangement with the old man 
of the South. We might, for instance,
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which will bring it about is certain and 
the only feature which is uncertain is 
the amount of the loss or expense. The 
cost of your next day’s meals is uncer­
tain, particularly in these days of ra­
tions and shortages, but the fact that 
you will pay for and eat your meals 
tomorrow is as nearly certain as any­
thing can be. So it is with what some 
people are so fond of describing as 
“postwar contingencies.”
The events which will bring the lia­
bilities or expenses into existence are 
certain to happen. The war will end 
sometime and somehow. Plants will dis­
charge employees. Some provision will 
be made for them while employment 
conditions are being adjusted. Some, at 
least, of this slack will be taken up by 
severance or dismissal pay.
In the case we are considering, the 
company had expanded its volume some 
ten times during the war and it had a 
payroll which was, for two weeks, equal 
to practically the entire annual profit 
of the company after taxes. We know 
that no allowance is made under the 
Revenue Act of 1942 nor by the price 
adjustment boards for severance or dis­
missal pay. If this company’s payroll 
for two weeks amounted to $50,000 and 
two weeks pay was allowed as sever­
ance pay, practically the entire net in­
come, after taxes, would be required to 
cover this liability. It is true that this 
liability is not a present contractual 
obligation. It is also true that if the 
company paid the severance pay in a 
period of loss it could be carried back to 
the year in which the profits to which 
it was related were made. From a tax 
point of view this is not particularly 
damaging nor undesirable, because taxes 
are not finally and irrevocably closed 
when the first determination of tax is 
made for any year, either by the tax­
payer or the Bureau of Internal Reve­
nue. However, a determination of this 
sort by a price adjustment board is, 
under the present law, as fixed as the 
laws of the Medes and Persians and as 
Histories 
irrevocable as a judgment of Rhada- 
manthus.
But this is not the only postwar ex­
pense or liability which the company 
must consider. Costs of reconversion, of 
maintaining organization during recon­
version, deferred maintenance and de­
velopment, and experimental work in­
terrupted by the war attributable to 
the year in question, might well amount 
to substantially more than $150,000. If 
provided for within that year, they 
would reduce the profits to practically 
nothing.
It would not be particularly damag­
ing nor objectionable to make refunds 
to the price adjustment boards which 
were subject to correction. On the ex­
treme theory of probability illustrated 
by Eddington in his book, The Nature 
of the Physical World, when he said 
that “If an army of monkeys were 
strumming at typewriters they might 
write all the books in the British Mu­
seum.” it is even possible that these 
events might not take place and the 
price adjustment boards might have 
been justified in disregarding them. It is 
difficult to say whether the disregard 
of the impact of these postwar events 
would wreck or merely damage the 
company, but it would certainly have 
one or the other of these effects, and I 
cannot believe that the purpose and 
policy of price adjustment boards is to 
bring either of these conditions about. 
At present, however, case after case 
exists where postwar survival, if not 
jeopardized, is at least made difficult, 
and where postwar employment would 
be reduced by the failure to permit pro­
vision for these inevitable results.
Several cases have come to my knowl­
edge where refunds have been demanded 
which were, perhaps, justified by an 
apparently excessive percentage of 
profit on sales before considering liabili­
ties and expenses connected with post­
war events. They would, however, re­
sult in so crippling the contractor finan­
cially that production would suffer. The
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conditions under which most V-loans 
are made permit the contractor to use 
these for carrying inventory, receiva­
bles, and current items only, and do not 
permit him to use the funds for invest­
ment in plant. If his own funds which 
he would, if permitted, invest in plant 
required for production are demanded 
as refunds, production will certainly 
suffer. Even if he received government 
assistance for purchase of plant this is 
generally so slow and so hampered by 
restrictions as to impede production. If 
the contractor receives funds with 
which he may pay his refund, the pro­
cedure is merely taking money out of 
one government pocket and putting it 
into another.
From my observation of cases of this 
sort, it would seem much better to defer 
renegotiation where the financial condi­
tion of the contractor is such as to make 
payments impossible within a reason­
able time. Nothing is lost, as the govern­
ment can step in as soon as the contrac­
tor’s assets are in a liquid condition. 
When this is not so, the very fact that 
assets are not liquid is evidence that the 
profits represented by such assets, gen­
erally inventory, receivables, prepaid 
expenses, deferred charges, and the like, 
are not definite and genuine until some 
realization and liquidation has taken 
place.
A renegotiation procedure, say, for 
the whole war period rather than for 
specific calendar years, has much in its 
favor. A simple solution of this problem 
would be a tentative renegotiation for 
the year, determining a reasonable rate 
of profit but leaving the amount of 
profit open to proper adjustment at the 
close of the year or on termination of all 
government contracts held by the con­
tractor. If a satisfactory appeal provi­
sion is included in the revision of the 
renegotiation statute now under way, 
it will have somewhat this effect, as 
appeals will presumably settle both the 
rates and basis of the total profit.
The rigid division of operations into 
annual accounting periods is difficult 
enough in ordinary times, but every 
disadvantage of the attempt to segre­
gate income to limited and artificial 
periods is multiplied and magnified 
where the greater part of the business 
consists of long-term or recurrent con­
tracts with one customer.
Although we are here to consider 
cases, we hardly wish to go through in­
dividual cases in complete detail. Most 
of the statements required for renego­
tiation are neither numerous nor com­
plex and it should be possible to prepare 
them without a great deal of special 
work or analysis from any well kept set 
of corporate books or records. There are 
a few troublesome statements. The seg­
regation of government and private 
business is usually a difficult task re­
quiring considerable accounting and 
statistical analysis. It frequently hap­
pens also that the required statements 
do not present fully enough, or in the 
form desired by the contractor, certain 
special features of his situation, and the 
voluntary statements, which sometimes 
appear to be required, are often difficult 
to prepare. Cost data as such is not 
nearly so important for these purposes 
as it is in the original negotiation of the 
contract or in the preparation of state­
ments and claims where the contract is 
terminated before completion for the 
convenience of the government. It is, 
rather, the particular features of par­
ticular renegotiations that are the most 
instructive and interesting.
There have been several good de­
scriptions and explanations of the 
statements required for renegotiation. 
Probably the best of these is that writ­
ten by Commander Norman Loyall 
McLaren, of the Navy Price Adjust­
ment Board, published in the October, 
1943, Journal of Accountancy. This ar­
ticle is particularly informative, as it 
gives an indication, necessarily authen­
tic because of the position of its author, 
of the purpose for which each statement 
is required and the use to which it is to
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be put. Probably the most interesting 
feature of renegotiation is what goes on 
in the minds of the members of the 
board or panel. The next most interest­
ing feature is what sort of rules or prece­
dents beyond those given in public 
statements are followed by the mem­
bers of the price adjustment boards. 
As the data on individual cases are held 
confidential, the only real basis we have 
to go on is the result of which we have 
actual knowledge.
One of the most puzzling questions 
in the mind of the contractor is, “Has 
my outstanding contribution to the war 
effort been fully recognized in the per­
centage of sales or in the amount of 
retained profit which I have been al­
lowed?” My own observation and ex­
perience indicates that there is not 
nearly so much weight given to this 
factor as is generally supposed, nor as 
the price adjustment boards claim has 
been given.
One case was that of a manufacturer 
of an essential part of a precision in­
strument widely used throughout the 
armed services. This company had been, 
before the war, a leader in its field, 
particularly in invention and develop­
ment. After the war had begun, it had 
not only allowed competitors to use its 
patents and formulas without license, 
but it had actually loaned engineers 
and technicians to instruct competitors. 
This company, however, was allowed 
the same percentage on volume as one 
of its competitors which it had taught 
how to manufacture the product of the 
company being renegotiated.
The volume of the company under 
renegotiation was small because many 
of its orders were of an experimental or 
trial nature, which required a large 
amount of engineering and designing 
but which did not call for large volume 
of production. The work of its competi­
tor, however, consisted of a few long- 
run, mass-production items which in­
volved little or no engineering or opera­
tional skill once the machine was set up 
and running. In this case, the company 
being renegotiated had actual knowl­
edge of what its competitors were doing 
and what percentages they had re­
ceived. It was evident here that this 
particular board gave no practical 
weight whatever to the superior organi­
zation or the greater contribution of 
skill and inventiveness of the company 
under renegotiation. This condition is 
probably not universal but there is no 
way at present to gauge the relative 
amount of consideration given to this 
factor by the price adjustment boards. 
Many manufacturers feel that they 
have not been fairly treated, but it is 
only by coincidence or through special 
relations with members of the same in­
dustry that they are able to get any 
data on which to form a judgment. The 
practice of the boards is, fortunately, 
neither consistent nor uniform, and I 
know of at least one case involving a 
small manufacturer where a genuinely 
outstanding contribution was ade­
quately recognized. I believe, though, 
that such cases are in the minority.
What has been presented is not one 
case history but bits from the history 
of several cases. The other job, that of 
showing how a case is carried through, 
with emphasis on statements and pro­
cedure, has been done so often and fre­
quently so well that there seems little 
value in attempting to duplicate it. 
The points and incidents covered here 
have been taken from cases of small and 
moderate-sized contractors. It is thought 
that these illustrate the principles more 
clearly and it is also probable that the 
difficulties and dangers of renegotiation 
are greater for the small contractor, par­
ticularly the new industry, than for the 
larger and better established enterprise.
It would be valuable and interesting 
to deduce from a collection of these and 
many more examples some positive 
code of practice, particularly in the way 
of arriving at some reasonable defini­
tion of excessive profit, which we could 
be sure the boards would follow. This
Points in Case Histories
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seems impossible, however, as there is 
no publicity given to specific decisions, 
either with or without identification of 
the contractor, although the price ad­
justment boards, themselves, claim to 
have some general but largely unex­
pressed principles on which they make 
their decisions.
It is a truism to say that renegotia­
tion is a procedure of men rather than 
of law. A prominent attorney recently 
said he could not discuss the law of 
renegotiation because there was noth­
ing legal in it. It is to be hoped that the 
amendments now being considered will 
give us a more workable law and one 
which is somewhat more certain in its 
results and more predictable in its 
effects. While I do not like anything 
connected with government which is 
based on the secret and uncontrolled 
decisions of men rather than on the 
open and orderly processes of law, I 
think we can all be grateful that, if we 
must have small bodies of men exercis­
ing powers of life and death over busi­
ness enterprise, we have up till now had 
men on the price adjustment boards 
who have felt the weight of the tremen­
dous powers given them and who have 
generally exercised these with a sense 
of equity and responsibility.
Fictional Case Study in Renegotiation
By M. C. Conick, Pennsylvania
Member, American Institute of Accountants
T
his is a fictional case study in 
renegotiation under Public Act 
528, section 403, approved April 
28, 1942, and as subsequently amended, 
extended, and clarified by amendments 
approved on October 21, 1942, July 1, 
1943, and July 14, 1943. I relate a fic­
tional case for the obvious reason of 
professional propriety. Congress deemed 
this law necessary, because the govern­
ment was purchasing on a scale never 
before experienced. War supplies had 
to be purchased at fair and reasonable 
prices. Immediate production and prompt 
deliveries took precedence over cautious 
bargaining at a time when federal 
funds were being spent in unprece­
dented amounts. As in all wars, here 
and in other countries, huge profits were 
in the making, and prices, in the light 
of subsequent events, were shown to 
have been too high. Therefore, some 
limitation upon war profits and prices 
was inevitable. This called for the crea­
tion of price adjustment boards to ad­
minister the law. The government has 
been most fortunate in enlisting the 
services of the men who compose these 
boards, the members of which have in­
dicated a desire to administer the law 
as best they can, with fairness to both 
the government and the contractor.
My friend Jones, manager of a typi­
cal American company, who was most 
gratified with the attitude of price ad­
justment boards, is definitely opposed 
to unconscionable profits, especially 
from war, or unreasonable prices for 
war supplies and, therefore, favors some 
flexible method of imposing limitations, 
coupled with the privilege of judicial 
review of the determinations. He natu­
rally believes that the rules should be 
flexible for the reason that long estab­
lished companies which had produced 
staple, durable, and commercial prod­
ucts at a fair profit for many years be­
fore the war, which are producing sub­
stantially the same articles in the war 
years, and expect to continue produc­
tion of the same articles after the war 
are entitled to more favorable consid­
eration than those whose prewar op­
erations had been unprofitable and who 
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are now engaged in the production of 
articles not essential to the postwar 
period. Jones also believes that accel­
erated production of certain products 
will restrict the market for such goods 
for some time after the war. Further­
more, Jones is of the opinion that all 
goods delivered to customers and billed 
before April 28, 1942, represent com­
pleted transactions and are not rene­
gotiable if payment was made in ac­
cordance with contractual arrange­
ments with the customer before the 
renegotiation law was made effective— 
even though further sales were made 
thereunder on or after April 28, 1942.
On the other hand, Jones recognizes 
the possible necessity for price renego­
tiation where excessive war profits are 
accruing by reason of a geometric in­
crease in production of repetitive items, 
where the normal competitive incentive 
for low costs and efficient operation is 
lacking, or where the employment of 
government capital substantially has 
reduced private risks.
Jones has always been a stickler for 
efficient methods of production, for 
reasonably low costs, and for economy 
in expenditures; and, despite the obvi­
ous premium on high costs today, he 
has not deviated from these policies. 
For this, Jones expects no financial 
reward at the expense of the war, nor 
does he expect to be financially pun­
ished.
In line with the tax laws of the nation, 
Jones has paid and expects to continue 
to pay his share of federal taxes. He 
feels, however, that, with some possible 
exceptions, the excess-profits and other 
federal taxes have fairly well syphoned 
off excessive profits. Jones is not one 
who believes that taxes are a cost of 
doing business, especially at present 
fates; instead he believes that they are 
Uncle Sam’s share of the profits before 
taxes. Nevertheless, whether taxes be 
regarded as a cost of doing business or 
as a distribution of profits, Jones consid­
ers their payment as an outgo and to 
that extent a reduction in the net profit 
to be retained in the business or to be 
used for the payment of dividends. For 
these reasons Jones believes that, in re­
negotiation of excessive profits, the net 
profit remaining after taxes should be 
given due consideration along with the 
net profit before taxes. Jones would 
prefer to have paid a higher federal 
tax rather than have the tax reduced 
on account of the renegotiation repay­
ment, for thus he would have the bene­
fit of a higher postwar credit, which 
Congress wanted him to have long be­
fore the act to renegotiate was enacted. 
By renegotiation Jones loses a substan­
tial part of this postwar help.
Jones never did know the mathe­
matical process followed by the govern­
ment in the computation of the amount 
of excessive profits—the law didn’t re­
veal it—the governmental agencies 
didn’t publish it—nor did the price 
adjustment boards tell him, even after 
the computation was made. Jones was, 
in fact, amazed at the mathematical 
calisthenics employed. The facetious 
story told about Jones’ friend, Smith, is 
a little more demonstrable. Smith ap­
peared before the price adjustment board 
and loudly demanded to know the ex­
act amount of the excessive profits 
which he would be required to pay 
back, whereupon the chairman of the 
price adjustment board promptly re­
plied, with equal vigor and conviction, 
“one million dollars.” At this instant 
Smith fell into a dead faint. Upon being 
revived,. Smith reiterated his request, 
and the chairman replied the same 
amount—whereupon Smith abruptly 
said, “I accept” and, at this instant, 
the chairman of the price adjustment 
board fell into a dead faint.
Jones is the type who plans his opera­
tions and costs yesterday for use today. 
He realizes all too well that such plan­
ning calls for accurate and fairly de­
terminable estimates of the future. The 
possibility of sudden terminations alone 
is a threat upon the available balance 
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of his current assets. His budgeting is 
made more difficult because the past is 
now only a good second as a criterion. 
Now he finds himself confronted with 
another factor, namely, the determina­
tion of that portion of his sales subject 
to renegotiation. He is fairly certain 
that sales under prime or subcontracts 
to the Army, Navy, Treasury Depart­
ment, and Maritime Commission would 
be so classified, but not until July, 
1943, did he know that sales to Defense 
Plant Corporation would be added to 
the list. This made a great difference 
to those whose sales in 1942 included 
a large part of such business. Further­
more, Jones did not know until October, 
1942, that the law would be amended 
to exclude from renegotiation, as inter­
preted by his lawyer, sales to original 
producers of oil or gas “which has not 
been processed, refined, or treated be­
yond the first form or state suitable for 
industrial use.” If Jones had known 
this, he might have directed his sales 
differently, especially if he had known 
that his renegotiation settlement would 
be geared to the renegotiation settle­
ments of his competitors.
Although Jones was not familiar with 
the term “end use” during most of 
1942, he soon learned that in renegotia­
tion he is required to show the use his 
customers were making of the products 
sold them, excluding the products spe­
cifically earmarked for war purposes, 
despite the fact that Jones sold some 
articles which were similar in character 
to the products supplied to substan­
tially the same customers for many 
years before the war. Of course his 
prices were higher, but they were 
geared to costs which had likewise 
risen, with the result that the gross­
profit ratio in many instances was sub­
stantially the prewar rate. Although 
the sales volume was considerably over 
the annual sales average of prewar 
years, with a corresponding increase in 
the net earnings, Jones observed that 
such increase in earnings was consid­
ered excessive by the price adjustment 
board, when as a matter of fact they 
were due largely to the increase in sales 
which, in turn, tended to reduce the 
backlog of the postwar period for some 
products. Since his customers were sub­
stantial suppliers of products under war 
contracts in the production of which 
they used his products, Jones feels that 
some proportion of his sales might be 
classified under the “end use” theory 
as subject to renegotiation, and the 
balance excluded; but he expects due 
consideration of the foregoing factors.
As at April 28, 1942, Jones was un­
fortunate in having on his books a few 
large contracts with respect to which a 
few loose ends were uncompleted. The 
goods were mostly all delivered to the 
customer and the billings made. The 
loose ends included such matters as 
delayed final payments. In addition, 
numerous deliveries had been com­
pleted and paid for under supply con­
tracts which would be fully consum­
mated shortly after April 28, 1942, in 
which the monthly shipments included 
completed and usable parts. Jones 
learned that the price adjustment 
board was, in some instances, including 
all amounts billed in 1942 under such 
contracts among the sales subject to re­
negotiation on the premise that the 
“loose ends” were not deemed to be 
“relatively small unliquidated items” 
as at April 28, 1942, despite the fact 
that the profit on all of these sales was, 
for all practical purposes, earned prior 
to April 28. He also learned that the 
Board was generally applying the words 
in the law “final payment pursuant to 
such contract or subcontract made 
prior to April 28, 1942,” literally, and 
that this alone could be the basis for 
renegotiating profits made thereun­
der at any time, even in years prior to 
1942. Jones recalled the story of the 
renegotiation of the cost of the aircraft 
carrier “Hornet” which had been com­
pleted and delivered, had joined the 
fleet, and had launched the only air­
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planes that have bombed Tokyo, all 
before the date of enactment of the 
renegotiation act, which illustrates the 
absurd length to which the retroactive 
application of this law has been carried. 
The 10 per cent held back by the gov­
ernment during the six-month-guaran­
ty period that follows delivery (which 
guaranty period incidentally expired 
eight days before the effective date of 
this act) was the single thread upon 
which the price adjustment board 
claimed jurisdiction.
Jones knew that Congress wanted to 
control profits on armaments as far 
back as 1934, when it enacted the Vin­
son-Trammell Act, but this act related, 
he thought, to profits on naval con­
struction contracts for vessels and air­
craft on which a 10 per cent limit of the 
contract price was placed. Jones also 
knew that in 1936 this act was amended, 
and that the Merchant Marine Act pro­
vided for a 10 per cent limitation on 
profits on contracts for ships built for 
the Maritime Commission. Then in 
1939 the Vinson-Trammell Act was 
again amended to provide for the 10 
per cent limitation on profits to be ap­
plied only to contracts for naval vessels 
and a maximum profit of 12 per cent of 
contract price of Army and Navy air­
craft which was changed in 1940 to 
8 per cent. However, Jones observed 
that, by the passage of the Second 
Revenue Act of 1940, the limitation 
statutes applicable to military and na­
val contracts and subcontracts were 
suspended as of December 31, 1939, 
when the contractors and subcontrac­
tors were subject to excess-profits tax. 
This naturally led Jones to the belief 
that the excess-profits tax was syphon­
ing off what Congress considered exces­
sive profits and that he need not con­
cern himself with the possibility of a 
retroactive assessment against him un­
der subsequent legislation, as long as he 
remained in the excess-profits brackets. 
Jones planned accordingly, and it was 
not until April, 1942, that the questions 
of preventing the accumulation of un­
reasonable profits, limiting profits on 
war contracts, and securing voluntary 
adjustments or refunds when costs or 
profits were deemed excessive were 
again revived. And now Jones is told, 
despite the provisions of the Second 
Revenue Act of 1940, that excessive 
profits today must be determined before 
taxes are computed, and that the uncom­
pleted contracts can now be renegoti­
ated regardless of the date of origin, 
prior to April 28, 1942.
To summarize—here is what rene­
gotiation did for Jones in 1942:
Let us consider for a moment what 
Jones has done towards the production 
of articles needed for the war and during 
the few preceding years. The industrial 
production index in 1942 was about 60 
per cent higher than the average index 
of industrial production attained during 
the years 1936 to 1939, inclusive—and 
by 1943 it will reach about 80 per cent 
above that prewar period. This in­
cludes the production of all goods 
which have been so classified by the 
Federal Reserve Board. In the produc­
tion of these articles Jones fared as 
follows:
He learned, from statistics compiled 
by National Machine Tool Builders 
Association, that his output in his ma­
chine-tool division in 1942 was about 
seven times the average annual volume 
for the years 1936 to 1939 and that in 
1943 it will be about six times, because 
the peak of orders was reached in March, 
1942, and the peak of production in 
January, 1943. Jones figured that he 
will pay, on the average, taxes equal to 
73 per cent of his 1942 earnings.
In September, 1943, Jones learned, 
from statistics made available to him, 
the effects of 1942 renegotiation on 
many of his companies engaged in avia­
tion, automobile, machinery, electric 
equipment, steel, textiles, and other 
lines of industry. In 1942 their earnings 
before taxes and before renegotiation 
averaged 19.5 per cent of original sales, 
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and 6.3 per cent after taxes and before 
renegotiation. The excessive profit re­
turned through renegotiation by these 
companies amounted to about 5.7 per 
cent of original sales. This repayment 
brought the, earnings before taxes down 
from 19.5 per cent to 13.8 per cent of 
original sales and from 6.3 per cent to 
5.2 per cent of original sales for earnings 
after taxes, the net result being a reduc­
tion of the 1942 earnings by 17 per cent.
Some day, Jones will compare these 
results with his net earnings for the pre­
war years 1936 to 1939, a comparison 
worth making, because he may learn 
that in some instances renegotiation 
has cut his net for 1942 below the net 
of the prewar years.
From Jones’ experience I have con­
cluded that the method of determining 
excessive profits by allowing a percent­
age of profit on net adjusted sales (i.e., 
sales less amount of excessive profits 
' returned) is in fact a conversion from a 
fixed price to a cost plus. This method 
ultimately places a premium on higher 
costs and inefficiency in production. 
The higher the cost, under any cost-plus 
method, the greater is the amount of net 
profit which may be retained. In this 
respect renegotiation has failed to ac­
complish one of the functions ascribed 
to it, namely, that of lowering costs. 
There is little, if any, comfort in that 
portion of the “Joint Statement by the 
War, Navy, and Treasury Departments 
and the Maritime Commission,” where 
it is declared that in determining the 
margin of profit to which a contractor 
is entitled, consideration is given to 
price reductions, efficiency in reducing 
costs, economy in the use of materials, 
efficiency in the use of facilities and in 
the conservation of manpower, quality 
of production, complexity of manufac­
turing technique, rate of delivery and 
turnover, inventive contribution, and 
cooperation with the government in 
supplying technical assistance. Lauda­
ble as this portion of the “Joint State­
ment” may appear, it is to Jones mere 
words and, regardless of how much con­
sideration the price adjustment board 
desires to give them in determining ex­
cessive profits, no formula or rule of 
application is practicable—a deficiency 
which in itself renders the renegotiation 
law unworkable.
If Jones had his way and was con­
vinced that present tax rates do not 
syphon off enough war profits, he would 
prefer higher rates under a workable 
tax law to the unpredictable mathe­
matics of the price adjustment board.
I do, however, want to make it clear, 
beyond peradventure of doubt, that 
Jones is not complaining. If I am any 
judge of his humane, civic, and patri­
otic instincts, he will continue his aid 
in the war effort and increase his best 
quality production to the highest possi­
ble levels with unprecedented efficiency 
in reducing costs, in full cooperation 
with the government; yes, even to the 
point of foregoing all profits, if that be 
necessary, in the interests of our na­




Questions of Presentation of Financial Statements 
Having Their Origin in War Conditions
By Percival F. Brundage, New York
Member, American Institute of Accountants
IN REVIEWING the financial state­ments in published annual reports during the past two years, it is very noticeable that the explanations and 
notes are greatly expanded from what 
had been the prewar practice except in 
registration statements with the Se­
curities and Exchange Commission and 
in certain regulated industries. The 
general financial data accompanying an­
nual reports has been amplified, there is 
more description of the bases of inven­
tory valuation, of the situation with 
respect to renegotiation and taxes, and 
more details as to changes in working 
capital and reserves.
Another noticeable trend is the use 
of new forms of presentation which 
have been adopted by some of our lead­
ing industrial companies of the country. 
This includes grouping together all in­
come and credit items and also all costs 
and expenses without attempting to 
show a gross income figure or any bal­
ances of “net income” before or after 
various deductions.
But the most important feature of 
financial statements issued during war­
time is “their provisional character.” 
Several of the American Institute of Ac­
countants recent bulletins have pointed 
out the wartime uncertainties with which 
we are faced. As practicing accountants, 
we realize the difficulty of presenting ac­
curate statements for short periods, even 
in peacetime. But during wartime they 
can be only approximate or provisional. 
Some years hence it will be possible to 
issue statements covering a five- or ten- 
year period including these war years 
which will be reasonably informative and 
accurate, but not at the present moment.
Last fall I suggested to the Institute’s 
committee on auditing procedure that 
we reCommend that financial state­
ments issued during this war period 
should call attention explicitly to the 
significant uncertainties, and that our 
certificates include a paragraph some­
what along the following lines:
“Various uncertainties in the de­
termination of the financial position 
and profits during the war emergency, 
such as those involved in the compu­
tation of profits on contracts in process, 
the possibility of renegotiation of con­
tracts, the estimates of tax liability and 
the existence of various contingencies, 
are set forth in the footnotes to the 
financial statements.”
I also recommended that the opinion 
paragraph qualify the fair presenta­
tion of the position of the company 
and the results of its operations “in 
so far as they are now reasonably 
determinable in the light of the circum­
stances referred to in the foregoing 
paragraph.”
While approved by many members of 
the committee, this suggestion for our 
certificate was not finally adopted as a 
recommendation in the report on war­
time uncertainties issued as Statement 
on Auditing Procedure No. 15 in De­
cember, 1942. It is of interest to note, 
however, that phrases similar to those 
suggested have appeared in a number of 
certificates, in footnotes to the ac­
counts, and have been used by the 
presidents of many companies in their 
annual reports. While, therefore, the 
present uncertainties seem to be fairly 
well recognized among the accounting 
profession and management, they are 
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not so well understood by financial 
commentators or the public.
Most of the annual reports recently 
issued show the profits per share with 
some amplification as to whether or not 
they are computed before or after pro­
vision for negotiation, but a number of 
summaries of income reported in the 
newspapers have given a computation 
of the earnings per share without quali­
fication. Some of these computations 
were before and others after provisions 
for renegotiation, and many of them 
were after reserves for postwar contin­
gencies and other purposes which are 
not deductible for tax purposes. The 
publication of a dollars-per-share figure 
for the net profits is merely a time-saver 
and, it seems to me, is undesirable. It 
is to be hoped that stockholders, pro­
spective investors, and the statistical 
services look behind the final net figure. 
One large industrial company, notably, 
did not show anywhere in the 1942 
annual report a “net” income figure or 
the computed earnings per share of 
capital stock and it seems to me it de­
serves special credit on that account. 
In every case where the earnings were 
referred to, the total dollar figure was 
given with full explanation. The divi­
dends paid were deducted at the bottom 
of the income statement, and the final 
balance was described as “carried for­
ward for future needs.”
One company in its annual report 
stated that net income for 1942 amounted 
to $3.55 per share with an explanatory 
note that it would have amounted to 
$2.84 per share—excluding income items 
of a special nature which amounted to 
$31 million. In arriving at both figures, 
however, provisions for postwar con­
tingencies and rehabilitation of more 
than $23 million were deducted. An­
other corporation reported net profit 
of $15 million or $3.57 per share be­
fore providing for renegotiation. Five 
paragraphs later in the president’s 
report it was mentioned that there 
had been deducted a provision of $10 
million for postwar plant rehabilita­
tion.
These uncertainties in financial state­
ments during wartime, referred to in 
many annual reports and in various In­
stitute committee releases, do not relate 
only to the final profit; practically all of 
the intermediate figures are affected. 
Starting with the sales figure, so large 
a proportion of all business is now con­
ducted directly or indirectly with the 
U. S. Government that the figure for 
billings is not only out of all relation to 
ordinary peacetime billings but is sub­
ject to important subsequent adjust­
ments by renegotiation or by govern­
ment audit of cost-plus-fixed-fee con­
tracts. Furthermore, the total figure 
is practically meaningless, if, as it fre­
quently does, it includes some fees for 
service, engineering, management, etc., 
some billings on which the company 
does only a small part of the total manu­
facturing required, such as assembling 
or machining operations, and other 
billings where the company does all of 
the manufacturing operations with ma­
terials bought by the company or sup­
plied in part by the government. Com­
parisons of the totals with other years 
or with other companies are apt to be 
misleading and for war reasons break­
downs by departments or products or 
separation of the elements just men­
tioned may be barred.
Many of these same factors apply to 
cost of sales and expenses and there are 
others. Not since the last war have pro­
visions for depreciation and amortiza­
tion of wartime facilities varied more as 
between companies or as between years. 
Accelerated depreciation due to twenty- 
four hour operation and amortization 
of purely war facilities and also of 
special plant and equipment with par­
tial postwar utility are not susceptible 
of accurate determination, and the five- 
year period of amortization of special 
facilities for tax purposes may be short­
ened by Presidential decree. Then the 
government in many instances has sup­
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plied equipment as well as constructing 
whole plants operated by a company 
which obviously deducts no deprecia­
tion for their use, but the cost of the 
product may appear in cost of sales 
unless the company is merely furnishing 
management services. Analysis of state­
ments to determine the character of 
the many different kinds of operation is 
in most cases impossible.
Provisions for taxes under present 
laws are clearly provisional estimates. 
In addition to the effect of renegotia­
tion of contracts there are possibilities 
of various disallowances, of special re­
lief under section 722, of carrying back­
ward losses and excess-profits credits, 
which may make the taxes finally deter­
mined and paid materially different 
from those provided for and without 
any direct relationship to the profits 
now reported.
Many companies have made special 
provisions for future losses due to re­
conversion of plant to peacetime pro­
duction, for inventory reductions, and 
for postwar liabilities such as cancella­
tion of purchase commitments, deferred 
maintenance, and separation allowances 
to war employees, most of which are not 
presently deductible for tax purposes. 
Over the past few years investments 
in many foreign countries have been 
largely written off or reserved for and 
little may be known of the present oper­
ations or position of these companies. 
However, it is to be expected that there 
will be substantial recoveries after the 
war which will reduce the losses already 
provided for.
During this war period the difficulties 
of fairly presenting consolidated ac­
counts have greatly increased. Many 
companies have consolidated only do­
mestic subsidiaries, others have con­
solidated subsidiary companies in North 
America or in the Western Hemisphere. 
Others have included Great Britain 
and the Dominions but companies in 
enemy and occupied countries have now 
been excluded for two years. Wartime 
restrictions on the transfer of funds have 
made the figures of foreign companies, 
included in the consolidation, even 
less significant than in ordinary times, 
though all exchange rates are now regu­
lated. For some time I have felt that it 
is desirable in many cases to present 
parent company statements as well as 
consolidated figures, which I indicated 
at our Colorado Springs convention 
thirteen years ago. Present conditions 
seem to make this more than ever im­
portant whenever the foreign compa­
nies’ earnings have not been received in 
dollars or are not available for current 
distribution, as well as when the debt 
structure or the minority interest in 
preferred stock of subsidiaries is a 
significant factor. Columnar consolida­
tions showing domestic companies sepa­
rately or accompanying tables showing 
location of assets and sources of earn­
ings are frequently used, and are very 
informative.
Other uncertainties relating to special 
industries were mentioned in Statement 
on Auditing Procedure No. 15, all of 
which emphasize the provisional char­
acter of financial statements during 
wartime. I am now going to discuss 
several of the special problems of pre­
sentation which are plaguing us most.
One of the difficult questions today is, 
“Shall we attempt to reconcile the 
profits reported to shareholders with the 
taxable income as reported and later as 
finally determined by the Treasury 
Department?” While this is not a new 
problem, it is an acute one at the present 
time. In the case of utilities, important 
differences have long existed between 
depreciation taken for tax purposes and 
the provisions for depreciation or retire­
ments deducted in their annual reports. 
The differences between percentage de­
pletion allowed for taxes and the book 
depreciation of oil companies and other 
concerns developing natural resources 
have been substantial. To these have 
been added during the present period 
large differences in amortization of war 
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facilities, in accelerated depreciation, 
in the failure to permit, as a deduc­
tion for taxes, reserves for inventory 
adjustments and postwar contingen­
cies. We are about to face in 1944 
and 1945 even larger differences through 
carrying forward and backward losses 
and credits, relief allowances under 722, 
and charges to reserves which will be 
deductible for tax purposes in those 
years.
For a long time I have considered the 
possibility of adjusting the book records 
of clients to the basis of their tax re­
turns and in several cases clients have 
at one time or another made such 
adjustments. It was rarely possible, 
however, to keep them in accord for 
more than a year or two because of 
subsequent disallowances of deprecia­
tion, or replacements written off, par­
ticularly furniture and fixtures. In my 
opinion it is impracticable to attempt to 
keep the books and stockholders’ re­
ports in agreement with the tax returns. 
However, in view of the great impor­
tance of the tax figures in financial 
statements, I feel that some explanation 
of the major differences between taxa­
ble income and reported profits should 
be made in the footnotes to the ac­
counts. Furthermore, if disallowances of 
deductions and additional taxes are 
paid or refunds received in subsequent 
years, I think they should also be re­
ferred to so that in retrospect it may be 
possible to prepare financial statements 
for a period of years to show what the 
profits ultimately turned out to be.
This problem of subsequent adjust­
ments offers the greatest obstacle to the 
suggestion of the SEC, that the profit- 
and-loss statements submitted under 
the 1933 Act be made uniform with 
those filed under the 1934 Act. Financial 
statements presented in a prospectus for 
the purpose of inducing the purchase of 
securities, in my opinion, should not be 
expected to be the same as financial 
statements included in the annual re­
ports of management to the sharehold­
ers. This point was recognized by my 
firm for many years before the enact­
ment of the Securities Acts. They are 
for such different purposes and there is 
so much more information available 
in retrospect in preparing an A2 state­
ment. Reconciliation statements would, 
of course, be presented.
There has been some discussion in 
recent years with various state and fed­
eral commissions about the treatment of 
reductions of current taxes through re­
financing, such as unamortized bond 
discounts, and premiums and expenses 
on debt retired. In some cases the com­
missions have ordered these to be 
charged to surplus or spread over a 
future period. As the result of their im­
mediate deduction for tax purposes the 
net-earnings figure reported to share­
holders would be distorted to such an 
extent, with the present high tax rates, 
that some companies have computed 
theoretical tax provisions based on the 
reported profits rather than deducting 
the taxes that would have to be paid. 
The SEC has objected to such theoreti­
cal tax computations and I think rightly 
so. It seems to me that other treatments 
are better.
It is unrealistic in these days to make 
charges to surplus that result in tax sav­
ings and it would be preferable to make 
such charges direct to profit and loss. 
If this is not done, at least a proportion 
equivalent to the tax saving should be 
charged to profit and loss and so de­
scribed. But I am against theoretical 
tax computations because there are too 
many uncertain factors with such wide 
possible variances. The best rule that 
I have been able to formulate is that the 
tax deduction in the accounts in any 
one year should be the payments made, 
increased or decreased by the difference 
between the company’s and the audi­
tor’s best estimate of what the tax lia­
bility was at the beginning and end of 
the year in the light of the information 
available at the time. In suggesting 
this rule I have one reservation, namely, 
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with respect to taking up refund claims 
or credits for prior years that have not 
been approved by the Treasury. All 
refund claims over $25,000 will have to 
go before the congressional committee, 
and offsets may be claimed, such as 
excessive depreciation, excessive sala­
ries, etc. Where adjustments involving 
tax refunds have not been agreed with 
the Treasury Department I reserve 
the right to treat refunds on a cash 
basis.
This brings up a closely allied prob­
lem, What is the responsibility of the 
auditor when a client has already issued 
its annual report to shareholders and 
there are important subsequent devel­
opments such as payments for renego­
tiation or additional taxes? In several 
cases where significant changes have 
taken place between the date of the 
annual report to shareholders and that 
to the SEC, it has been suggested that 
the accounts in the 10-K statements be 
adjusted. I feel that this is not only 
unwise, but dangerous. Where changes 
after the date of the annual report are 
so radical as to require a change in the 
figures of the report to the SEC, I feel 
that an amended report should also be 
issued to shareholders. If the changes 
are not radical enough to call for this 
treatment, it seems sufficient to advise 
the shareholders by letter and to foot­
note the statements to the SEC, perhaps 
accompanying them with a copy of such 
letter. (Difference from A2)
An important question, not facing 
us at present, but which will arise in 
the future, is the treatment in the post­
war period statements of inventory 
and conversion losses which may be suf­
fered, but for which reserves have been 
previously provided. Accounting Re­
search Bulletin No. 13 deals with this 
question but does not cover the im­
portant effect on taxes in the later 
years and through carrying backward 
losses and credits quite possibly on 
taxes for the current year.
It may be possible to give a fair pres­
entation in the profit-and-loss state­
ment and also to give on the opposite 
page a statement of the changes during 
the year in the tax provisions and in the 
surplus reserves. For some time it has 
been customary to show the changes in 
all kinds of surplus and a few companies 
are showing changes in contingency re­
serves. This, it seems to me, may well 
become a general practice and include 
the tax reserve and the various postwar 
reserves.
In presenting annual accounts during 
the past year consideration has been 
given to an accounting-series release 
(No. 42) issued by the Securities and 
Exchange Commission relating to the 
disclosure to be made in financial state­
ments with respect to reserves estab­
lished to provide for possible losses and. 
other contingencies arising out of war 
conditions. The Institute’s committee 
on accounting procedure in its states­
manlike Accounting Research Bulletin 
No. 13 approved the provision of such 
reserves and attempted to make a two­
fold distinction between those provided 
“for all foreseeable costs and losses ap­
plicable against current revenues” and 
for those created “for possible war costs 
and losses the amount of which is not 
presently determinable” and which do 
not come within the first classification. 
The SEC has extended this classification 
to (1) valuation or qualifying reserves 
required to be deducted from the assets; 
(2) other reserves not relating to spe­
cific assets to be shown under a caption 
entitled “reserves, not shown else­
where”; (3) reserves for indefinite and 
problematical contingencies to be shown 
as a subdivision of surplus, and (4) 
reserves reflecting “the estimated amount 
of an actual liability.” “A full and ac­
curate disclosure of the reserves estab­
lished and the purposes thereof is re­
quired” by the Commission. This has 
proved to be a difficult rule to follow 
exactly. Many companies have made 
substantial reserves for war and post­
war contingencies but very few have in­
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dicated specifically the purposes for 
which the reserves have been provided. 
This seems natural because the larger 
part comes within the second category 
suggested in the Institute’s bulletin— 
The Undetermined Liability Classifica­
tion—and management wishes to have 
them available for whatever contingen­
cies may arise. Furthermore, the re­
serves are frequently provided to cover 
several items such as inventory losses, 
postwar rehabilitation, or reconversion 
of plant, deferred maintenance, and con­
tingencies. The total amount provided 
may cover costs that are known or can 
be estimated, and other amounts which 
are pure conjecture. Tax reserves may 
cover the amount of taxes shown in the 
return as filed, plus an additional 
amount to cover certain disallowances 
which may be made but as to which 
the company would not wish to indi­
cate any uncertainty. It seems that 
some latitude should be allowed to man­
agement in this respect and if the audi­
tor feels satisfied that the provisions are 
reasonable under all the circumstances a 
separation and detailed explanation 
need not be required. One deficiency re­
cently received on a 10-K statement 
with respect to the disclosure of the 
purpose of postwar reserves was met 
by the statement that they had been 
provided for general purposes and that 
no known liability existed at the time.
The primary purpose of these reserves 
is to absorb against current operations 
charges that will not be determined or 
incurred until later years but which in 
the light of subsequent events will 
undoubtedly be considered to apply 
against current earnings. To set up such 
reserves out of surplus as a few compa­
nies have done seems wholly meaning­
less and does not serve this purpose. 
Earned surplus is available for such 
charges when current earnings are in­
sufficient and a segregation of surplus 
without having passed such charges 
through the profit-and-loss account 
seems to me to be undesirable.
One point in this connection that is 
being currently considered is the rela­
tive advantage of providing for postwar 
charges and losses net of the tax reduc­
tion that will result at a later date when 
they are incurred. Several companies in 
providing reserves for contingencies of a 
round amount have estimated the cost 
of deferred maintenance and postwar 
conversion to peacetime operations, 
and then attempted to determine the 
approximate reductions in taxes that 
in all probability could be obtained by 
such expenditures directly or by carry­
ing backward of excess-profits tax credit, 
and have provided the net amount as a 
reserve for contingencies which has been 
charged against current operations. 
This, it seems to me, is a very practical 
approach to the subject.
The issue of many annual reports has 
been delayed this year partly on account 
of the shortage of personnel and partly 
on account of renegotiation which has 
such an important effect on the pub­
lished results. Those companies that 
did not wait to reflect the results of re­
negotiation in their 1942 report will 
have to charge the net result after tax 
reductions to 1943 operations or sur­
plus. A question received from a mem­
ber of the Institute for consideration 
at this session and covering this matter 
reads as follows: “How should the re­
fund on renegotiation—say for the year 
1942 but made in the year 1943—be 
shown in the accounts for 1943: (a) 
When income account is presented in 
comparative form? (b) When income 
account is presented for 1943 only?” 
My answer would be that if compara­
tive statements are issued it is in order 
to adjust the 1942 figures and call at­
tention in the profit-and-loss footnotes 
and in the surplus account to what has 
been done. If the 1943 accounts only are 
presented it would be preferable to in­
clude the net amount as a charge to 1943 
profit and loss below the line. I am 
strongly opposed to surplus charges or 
credits and feel that overlapping items 
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should preferably be shown below the 
results of operations for the current 
period, but in the profit-and-loss state­
ment. The stockholders presumably 
would already have been advised of the 
results of renegotiation in accordance 
with the New York Stock Exchange and 
SEC requirements.
The excitement regarding the adop­
tion of the “lifo” method of inventory 
pricing when it was first allowed for 
tax purposes has largely passed. Some 
companies that adopted it have turned 
back to “fifo,” and many of the com­
panies who have stayed on the “first-in 
first-out” basis have been building up 
inventory reserves to reduce current 
prices to some estimated normal cost 
either in the immediate prewar months 
or over a longer prewar period. Such 
reserves seem to have been adopted by 
more companies and are explained in 
greater detail than similar reserves pro­
vided during World War I.
My remarks on the presentation of 
financial statements during this war 
period would be incomplete without 
some further reference to the form of 
accountants’ reports. Comments about 
renegotiation have been very common 
in these reports as well as in the foot­
notes to the accounts. Changes in con­
sistency seem to have occurred more 
frequently than in the prewar period 
and reference thereto has been made in 
a number of auditors’ reports. This is a 
subject upon which there seems to be 
some difference of opinion. There are 
few companies that do not make some 
changes in their accounting practices 
during the year. In fact, since business 
conditions are always changing they 
would be inconsistent if they did not 
do so. Are these changes in consistency, 
and which ones are significant or ma­
terial enough to call for comment? 
Many of us have felt that accelerated 
depreciation due to stepping up rates in 
accordance with the increase in opera­
tions is not a change in consistency to 
which attention should be directed. On 
the other hand, a failure to step up the 
rates would call for comment. Amortiza­
tion of wartime facilities over a five- 
year period is an accepted accounting 
practice that does not seem to call for 
comment in the certificate, even though 
there were no wartime facilities in a 
prior period.
A change in inventory valuation 
from “fifo” to “lifo” is a clear example 
of an important change in practice 
which calls for comment. The chief 
accountant of the Securities and Ex­
change Commission has suggested that 
accountants generally might be more 
specific in their qualifications to indicate 
more clearly whether they relate to con­
sistency or to the fair presentation of 
the balance-sheet and income statement. 
This is a question which should be con­
sidered more fully by the committee on 
auditing procedure.
In general, the form of the reports 
issued during the past year has varied 
more as between different auditing firms 
and as between different companies 
than for several years past, and I am 
inclined to think that it is a healthy 
sign. A stereotyped form of certificate 
does not give the opportunity to bring 
out special features which it seems to 
me are desirable. From my review of a 
great number of reports, I feel that the 
members of our profession are taking 
the lead in discussing new problems of 
accounting as they arise, in advocating 
improvements in presentation and in 
the fairness of disclosure.
In conclusion, I would like to say 
that, while I rank myself as a liberal 
in thinking, I am strongly in favor of 
conservatism in accounts. The Securities 
Act of 1933 and the Securities Exchange 
Act of 1934 have undoubtedly intro­
duced the possibility that a company’s 
management may be held liable for 
“undue conservatism ” which may seem 
unreasonable at a later date but which 
under the circumstances at the time 
appeared to be reasonable and proper. 
But, in an emergency period like the 
49
Financial Statements
present, this possibility seems to me 
very remote. With the events following 
World War I still fresh in mind, and 
with the uncertainties already referred 
to facing us today, a considerable lee­
way must be allowed for safety factors, 
which is another way for saying a con­
servative treatment in the accounts.
Presentation of Financial Statements under 
Wartime Conditions
By George Wagner, New York
Member, American Institute of Accountants
IN dealing with the question of pres­entation of financial statements I am thinking of it in terms of finan­cial statements prepared for security 
holders and the public. In these, we as 
accountants have a very definite re­
sponsibility to make them as clear and 
as informative as possible. The unique 
and complex problems of business in a 
war economy with all its various gov­
ernment regulations and ramified tax 
statutes present new and difficult prob­
lems of financial statement presenta­
tion. A review of financial reports re­
leased during the past year discloses 
that there is little uniformity of treat­
ment of such problems; and, with all the 
variations and the uncertainties sur­
rounding them, we can hardly expect to 
bring about uniformity.
Our solution to these problems does 
not lie in rules or conventions because 
we find there are no rules or conven­
tions which apply in a large number of 
cases. We find our guidance only in the 
broad fundamental principles which 
underlie the determination of profit and 
loss and financial position. We must 
look to the rationale rather than to the 
rule book.
Despite the uncertainties and con­
tingencies with which business is beset 
as a result of complicated contractual 
arrangements, complex laws and regu­
lations, and unpredictable economic 
conditions ahead, security holders are 
entitled at least to annual reports, and 
it is our job to see to it that the informa­
tion furnished them is as clear and com­
plete, as conditions will permit. Refine­
ment of accounting technique is not our 
problem today. What we are concerned 
with is the application of basic princi­
ples and the fair and realistic presenta­
tion of the facts as they are known. 
For example, with swollen current assets 
and current liabilities the current ratio 
has lost much of its former significance; 
it is not as important to know what the 
current ratio is as it is to know the 
character and the amount of net current 
assets with relation to peacetime as well 
as wartime requirements. Thus, if it is 
more realistic to offset certain assets and 
liabilities, I say let us be realistic as 
long as we conform with the underlying 
principles of fairness and honesty. To 
illustrate, although there may be some 
technical objections, it is more realistic 
to apply tax notes as a deduction from 
tax liability, to apply certain receiva­
bles from the government against liabili­
ties for advances, and to apply govern­
ment advances against work in process.
At the risk of being accused of over­
simplifying our problem, it seems to me 
that our difficulties stem from three 
principal sources. The first is the con­
flict of views, which is as old as the ac­
counting profession itself, of what does 
an income account purport to present, 
i.e., does it purport to present results for 
a certain period as they would have been 
if there were no abnormal or extraordi­
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nary factors affecting the results of 
operations? or, does it purport to pre­
sent the actual gain or loss for the period 
regardless of the character and extent 
of extraordinary factors influencing the 
results? The second source is the con­
tingencies which necessarily grow out 
of complicated, and in some cases un­
clear, contracts involving huge sums 
and the uncertainties brought about by 
government controls and tax statutes. 
The third source is the changes in 
methods of financing and doing business 
as a result of rapidly expanded capacity 
and increased volume from which have 
grown accounting problems, new in 
form although not necessarily so as to 
principle. There are no hard and fast 
rules to apply in seeking the answers to 
many of the current questions. With re­
spect to each set of facts, the accountant 
is called upon to apply objective tests, 
sound reasoning, and good judgment.
It is not my purpose to discuss in the 
abstract the three points just men­
tioned ; rather, I shall comment on some 
of the specific problems which have de­
veloped from them.
Cost-Plus-Fixed-Fee Contracts
There are many questions surround­
ing the accounting for cost-plus-fixed- 
fee contracts. These are discussed at 
considerable length in Accounting Re­
search Bulletin No. 19 issued by the 
American Institute of Accountants com­
mittee on accounting procedure and, 
in addition, much has been said and 
written on this subject over the past 
two years. The basic questions here are 
two: “When has the fee, or a portion of 
it, been earned?” and “What are the 
contractor’s assets and liabilities with 
respect to such contracts?” As to the 
first question, there are persuasive ar­
guments that the fee is earned as pro­
duction progresses and should be re­
corded on a percentage-of-completion 
basis, regardless of whether the produc­
tion period per unit is long or short 
term. In rebuttal, it may be argued that 
while theoretically the fee is earned as 
production progresses, real income ac­
crues only as completed articles are 
delivered. Neither can be accepted as 
adequate; what controls are the facts 
underlying each contract, the character 
of the articles, and the period of time 
required for manufacture. Where there 
are large units requiring a long period of 
manufacture or construction, such as 
in the case of a plant or a battleship, 
certainly a security holder should not be 
asked to wait until a contract is com­
pleted to be informed as to probable 
results, nor is it sound to pyramid in­
come in one year. Here a percentage-of- 
completion basis would appear sound. 
Where the manufacturing period is rela­
tively short and costs per unit are 
reasonably certain, it would seem more 
realistic to record the fee earned on the 
basis of deliveries. There are, of course, 
numerous problems involved in deter­
mining income under cost-plus-fixed-fee 
contracts, aside from the general un­
certainties of renegotiation and income 
taxes. Ordinarily the fee is a fixed 
amount for the contract or per unit, and 
when fees are recorded on the basis of 
delivery of completed articles there are 
no particular problems relating directly 
to the revenue item of fee. But, as in 
those cases where fees are recorded on a 
percentage-of-completion basis, there 
are problems concerning allowable costs. 
Before income is reported, careful re­
view should be made of the status of 
the contractor’s unreimbursed costs 
and “public vouchers” wherein re­
quests are made for reimbursement of 
expenditures for costs. Cost disallow­
ances which have been agreed to 
should, of course, be charged off. Where 
items of cost are in dispute, reserves for 
possible disallowance should be pro­
vided and indicated in the accounts; 
when they are important in amount, it 
would be necessary to disclose the 
amounts.




as a matter of actual practice, losses 
have been taken under such contracts. 
They arise in cases where the fee is not 
sufficient to cover items of cost to the 
contractor which are not allowable costs 
under the contract or where the fees 
have been effectively reduced thereby. 
The more common items of actual costs 
which may be disallowed under the 
contract include such expenses as por­
tions of executives’ salaries, bonuses 
based on profits, pensions, and certain 
selling and general expenses. Where, 
upon review, losses are indicated, re­
serves should be provided in the finan­
cial statements to cover them, just as 
would be done in the case of negotiated 
price contracts.
Emergency Plant Facilities
The tremendous expansion of facili­
ties for war production has been financed 
in various ways, many of which repre­
sent a departure from usual methods. 
Some have been financed privately, and 
some by the government or through one 
of its agencies. While much of the plant 
construction program has already been 
completed, there is nevertheless a con­
siderable amount still in progress. Where 
it is practicable, it is desirable to show 
in the balance-sheet the costs, and re­
lated reserves, of facilities which have 
been acquired and are used for war pro­
duction in order that a reader of a 
statement may form a picture of the 
amount of investment in war facilities 
which may not be useful in peacetime 
operations.
Facilities which have been privately 
financed and title to which is held by 
the manufacturer do not present any 
problems of financial statement pres­
entation other than the matter of dis­
closure to which reference has just been 
made and the problem of amortization 
which is discussed later. There are some 
arrangements whereby construction 
costs of facilities are paid for by the 
manufacturer, who is reimbursed semi­
monthly or monthly, and the govern- 
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tests of the reasonableness of the ac­
crual of fees should be made. Such 
tests would include not only a review of 
engineering reports as to the percentage 
of completion but also a review of costs 
to date in comparison with original 
estimates and current estimates of 
total costs for the complete project. For 
instance, where the original estimate of 
costs was, say, $2,000,000 and agreed 
fixed fee $120,000 or 6 per cent, current 
estimates of total costs may be $3,000,- 
000, with the result that fees should be 
accrued on a 4 per cent basis even 
though under the contract they may be 
billable currently on a higher basis. Of 
course, when they are accruable as in­
come on a basis lower than that ac­
cepted for billing, the excess of the fees 
billed over the amount taken up as 
income should be reflected in financial 
statements as deferred income.
Whether under a cost-plus-fixed-fee 
contract the total of costs and fees 
should be recorded as sales, and the 
costs as cost of sales, in many cases, is 
more interesting than it is significant. 
Here we must look to the character of 
the undertaking, the terms of the con­
tracts, and the methods of financing the 
operation. Under those contracts where 
a government-owned plant is used and 
funds to finance the operation are fur­
nished by the government, particularly 
where the facilities and special opera­
tions supplement the company’s regu­
lar operations, the treatment of the fees 
is of primary significance; the cost 
figure doesn’t tell much. However, 
where a company-owned plant is used 
and the operations are financed, either 
fully or partially by the company, it 
may be significant in judging the com­
pany’s financial strength to know the 
gross volume; in those cases it would be 
realistic to set forth as sales the total of 
fees and costs. Regardless of which poli­
cies are followed, the statements should 
disclose the practices followed.
Theoretically, there is no risk of loss 
under a cost-plus-fixed-fee contract but,
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ment takes title. Under such arrange­
ments cash working funds are some­
times furnished by the government to 
the contractor. In these cases there are 
no particular financial statement prob­
lems after the manufacturer has been 
reimbursed. Amounts not reimbursed 
at the balance-sheet date are current 
accounts receivable, which, if material, 
should be shown as a separate item in 
the balance-sheet. Where cash advances 
have been received, it is proper to reflect 
the liability in financial statements as a 
deduction from the receivable.
There have been a number of ar­
rangements, whereby the cost of facili­
ties has been paid for by the manufac­
turer, who took title subject to the 
terms of an Emergency Plant Facilities 
Contract and is reimbursed by the gov­
ernment through sixty equal monthly 
payments, which begin to accrue in the 
month following completion of the con­
struction or acquisition. In most cases 
this type of acquisition has been fi­
nanced through bank loans under which 
the reimbursing payments are assigned. 
The practical substance of the arrange­
ment is that the bank puts up the. 
money for the property acquisition and 
the government pays off the bank loan. 
Therefore, the transaction has no effect 
on the manufacturer’s working capital. 
Moreover, the manufacturer, under the 
usual terms of an EPF contract, must 
“buy out” the government’s interest in 
the properties, or turn them over to the 
government at the termination of the 
national emergency period. Notwith­
standing that the manufacturer has 
title to the properties, their status is 
obviously different from that of the rest 
of the plant and equipment owned with­
out restriction.
For the reasons stated, the expendi­
tures for emergency plant facilities sub­
ject to an EPF contract should be 
shown in a separate caption of the bal­
ance-sheet, preferably immediately 
above “Plant and Equipment.” Reim­
bursing payments from the government 
should be accumulated in a separate 
credit account to be deducted from the 
gross expenditures—and the net amount 
(which will be “zero” after sixty 
months) should be extended. The re­
lated bank loan should be reflected 
below current liabilities with appro­
priate description of assigned pay­
ments, maturities, etc. As government 
reimbursing payments are applied there­
to, the bank loan will decrease monthly 
until paid off. There are some cases 
where EPF contracts have been fi­
nanced with company funds rather 
than through bank loans. Here, there is 
a question as to the balance-sheet treat­
ment of the reimbursing payments to be 
received during the twelve months fol­
lowing the balance-sheet date. Since 
these represent plant investment, just 
as any other company investment in 
plant which may be recovered through 
sales of products manufactured by the 
plant over the next year, they should be 
classified in the plant category.
There are various types of contracts 
under which plant facilities are owned 
by the contractor but have been fi­
nanced by the government either fully 
or partially. Some of these provide that 
repayment of government loans or ad­
vances is to be made monthly over a 
period usually measured by the period 
over which the company is expected to 
complete deliveries under a related sup­
ply contract. Others provide that a por­
tion of the price payable to the com­
pany for products delivered is to be 
retained by the government and applied 
against the company’s debt for the con­
struction advances. Some also provide 
for suspension of payments on the loan 
and eventual adjustment of the total 
loan if the related supply contracts are 
terminated before certain quantities 
have been delivered thereunder. In the 
balance-sheet, the cost of the facilities 
so held, together with the related amor­
tization reserves, should be carried 
under “Plant and Property.” Where 
the contingencies are important, some
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explanation of them should be given. 
Ordinarily, the liability would not be 
classified as a current liability, except 
to the extent of specific payments to be 
made during the following year. During 
the construction period, construction 
advances by the government and the 
liability therefor should be treated as 
non-current items and should not be 
offset. However, where liabilities in­
curred for construction are to be dis­
charged through disbursements from 
restricted cash accounts, it would be 
realistic to reflect them in the financial 
statements as deductions from the re­
stricted cash balances.
Government-owned plants which are 
operated by private parties would not, 
of course, appear as a part of the fixed- 
asset account. In such cases the finan­
cial statements should contain some 
explanation by footnote or otherwise 
that government-owned facilities are 
operated by the company and, where 
it is significant, they should give some 
indication of what proportion of the 
company’s sales or income are a result 
thereof.
There are of course many other prob­
lems relating to plant accounts; those 
which I have cited are merely illus­
trative of some of the problems of 
statement presentation and serve to em­
phasize the need for a thorough under­
standing of the underlying facts of each • 
case in order that the financial state­
ments may clearly and realistically por­
tray a company’s situation.
Amortization
Regardless of the method of financ­
ing, the amount of property held under 
Necessity Certificates, if material, to­
gether with the amount of reserve pro­
vided therefor, should be disclosed. It 
becomes increasingly significant as we 
look ahead to the end of the war, that 
financial statements set forth clearly 
the basis of amortizing war facilities. 
Already much concern has been ex­
pressed regarding the eventual disposi­
tion of war facilities. As time goes on, 
it is reasonable to expect that even 
greater concern will be felt in this direc­
tion. In dealing with this matter of 
amortization, there are two important 
angles. The first concerns the balance- 
sheets, which involves, in addition to the 
questions normally associated with prop­
erty accounts and the determination 
of their useful lives, further uncertain­
ties as to the usefulness of the increased 
capacities after the war, and the possi­
bility that the existence of new facilities 
may accelerate the retirement of older 
facilities. The second, and perhaps more 
important, concerns the determination 
of profit and loss which is affected not 
only by the questions associated with 
the balance-sheet but also by the fact 
that estimated useful lives may not 
coincide with the amortization period 
allowed in the calculations of federal 
income and excess-profits taxes.
Bases of amortization vary widely, 
due perhaps to the varying viewpoints 
of management as to the useful lives of 
properties. Some companies record 
amortization in their accounts at regu­
lar depreciation rates, regardless of de­
ductions taken for tax purposes, others 
follow the tax basis, and still others 
have adopted arbitrary periods either 
longer or shorter than that allowed for 
tax purposes. Each situation, of course, 
requires special study and the amortiza­
tion periods adopted should be based 
upon the management’s considered 
judgment of the economic useful lives of 
the facilities. Where there is doubt as to 
the period of usefulness, it would seem 
to be sound policy to follow the tax 
basis until such time as reasonably re­
liable estimates of economic useful life 
can be made. If the costs of facilities are 
amortized for accounting purposes over 
periods longer than the five-year period 
used for tax purposes, the income ac­
counts during the five-year period will 
receive the benefits of the tax reduc­
tions without the charges. After the 
five-year period the income accounts 
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will be burdened with depreciation 
charges which are not deductible for 
tax purposes. To illustrate: emergency 
facilities cost a company which pays 
excess-profits taxes, $1,000,000 and are 
depreciated for accounting purposes 
over a ten-year period and for tax pur­
poses over a five-year period. The 
charge to income is $100,000 per year 
for each of the ten years but during the 
first five-year period federal taxes are 
reduced each year by $162,000 (at net 
rate of 81 per cent for excess-profits 
taxes). As a result, in each of the first 
five years there has been a net increase 
in income of $62,000, or a total of $310,- 
000, and in each of the last five years 
income has been charged $100,000, or a 
total of $500,000. To avoid such distor­
tions, it is desirable in such cases to 
supplement the depreciation provision 
by an additional provision equal to the 
amount of the tax reduction. In finan­
cial statements, such additional provi­
sions properly may be grouped with the 
provisions for depreciation and amorti­
zation but disclosure of the treatment 
should be made.
Inventories
With attention devoted largely to 
problems of war production, I fear there 
has been too little discussion of the 
matter of frozen inventories. But the 
problem is inherent in present condi­
tions and in some companies fairly 
sizable items are involved. With respect 
to these, there are two important ques­
tions—valuation and position in the 
balance-sheet. Condition and usability 
of such inventories, which today consist 
largely of parts and semifinished arti­
cles, must be carefully considered in ar­
riving at the values to be reported in 
the financial statements. In this con­
nection, too, the fact that many such 
inventories have been frozen for a con­
siderable time requires that recogni­
tion be given to costs, in addition to 
those which would normally be incurred 
to complete, to introduce them into the 
production processes. In other words, 
costs at the time of freezing may not 
represent a fair basis for carrying them 
at the present time. As to the question 
of whether frozen inventories should be 
included or excluded from current assets, 
much depends on the character of the 
merchandise, the governing regulations, 
and the manufacturing operations neces­
sary to place them in salable condition.
Another question concerning the 
presentation of inventories is that which 
arises when physical inventories have 
not been taken. This matter has been 
dealt with rather comprehensively in 
Statement on Auditing Procedure No. 
17, issued by the Institute’s committee 
on auditing procedure. Cases where 
there have been no physical inventories 
whatever are rare. In those cases where 
important parts of the inventories have 
not been taken physically, a clear state­
ment of the basis of the inventories, in­
cluding where practicable the amounts 
of the inventories not physically taken, 
should be made in the financial state­
ments.
Taxes
Before discussing the question of taxes 
based on income, I should like to refer 
to one matter growing out of the Cur­
rent Tax Payment Act of 1943. That is 
the balance-sheet treatment of taxes 
withheld on employees’ earnings. Under 
the Act and the pertinent regulations, 
companies are required to deposit such 
taxes withheld each month in excess of 
$100 in authorized depositaries desig­
nated by the Secretary of the Treasury. 
When such deposits are properly made 
they may be considered to constitute a 
payment on account of the liability. 
Thus it is appropriate to offset such 
deposits against the liability for taxes 
withheld. While disclosure of the lia­
bility for amounts not deposited in 
authorized depositaries at the balance- 
sheet date may be desirable, it does not 
seem necessary to segregate the cash 
held unless it is relatively significant.
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The tremendous impact of increased 
taxes on profits is fully realized by all 
businessmen and security holders. With 
taxes taking from forty to eighty cents 
of every dollar of income, it is hardly 
necessary to say that accountants must 
view them as operating expenses and 
they should be accounted for in this 
light. But accounting for tax purposes 
and for financial statement purposes is 
not always on the same footing; hence 
many of our problems in 'accounting 
today stem from the basic problem of 
relating taxes based on income to 
charges and credits not included in the 
income account. Since taxes based on 
income are generally considered to be an 
expense, it would seem that it is axio­
matic that the tax effect of any item of 
income or expense should be reflected 
in the statement in which the income or 
expense is reflected. If income includa­
ble in tax calculations is treated as a 
surplus item, then the tax applicable 
thereto should also be treated as a sur­
plus item with a consequent reduction 
of the tax expense account shown in the 
income account. If expenses not applica­
ble to the current period are treated as 
charges to surplus or reserves previ­
ously provided, and are taken as tax 
deductions for the current period, the 
resultant tax reductions should be 
credited to the same account to which 
the charges were made. The effect of 
such treatment on the tax provision 
shown in the income account should be 
clearly indicated. Other and more diffi­
cult questions arise when items of in­
come or expenses are determined on 
different bases for accounting purposes 
and for tax purposes, such as in the 
matter of amortization of emergency 
facilities which has been discussed pre­
viously. With regard to these it would 
seem that the prevailing principle is 
that the tax expense and the tax benefit 
should follow the related income or ex­
pense.
The subject of much current discus­
sion is the effect on income of the provi­
sions of the tax laws covering the carry­
back and carry-forward of losses and 
unused excess-profits credits. The carry­
forward items which result in a reduc­
tion of tax for the current year are not 
adjustments of prior years’ taxes but 
are statutory reductions of current 
year’s taxes and require only that 
disclosure be made where significant 
amounts are involved. Where losses or 
unused credits for a current year are 
carried back to recompute taxes for a 
prior year, there are varying viewpoints 
as to whether the resulting refund should 
be regarded as an adjustment applica­
ble to the year in which the tax was 
accrued, or whether it should be re­
garded as a credit to income in the year 
in which the loss accrued or the unused 
excess-profits-tax credit arose. While, 
technically, such refunds are adjust­
ments of prior years’ taxes, they arise 
from current conditions. Practical treat­
ment is to include such refunds as a 
credit in the current income account, 
with an appropriate description of the 
item. In these anomalous cases, it is my 
view that the income account should 
show the results of operations for the 
year before such refund, which should 
be added as a separate item. If the loss 
carry-back credit arises from deduc­
tions charged to reserves or surplus, the 
related portion of the refund should be 
credited to those accounts.
Although we must recognize the diffi­
culties intrinsic in the translation of the 
affairs of business today in terms of 
financial statements we can do much in 
solving our problems if we have due 
regard for the steadily increasing re­
sponsibilities of the accounting profes­
sion from a social viewpoint, and see to 
it that the utilitarian purpose of finan­
cial statements is not impaired by 
technicalities and the application of 
traditional rules and conventions.
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T
his is a very broad topic, and in 
the time available it will be 
feasible to do nothing more 
than present something by way of gen­
eral outline and attempt to fill this in 
at a few selected points.
To begin with, it may not be inap­
propriate to call attention to two con­
siderations or propositions that are al­
most axiomatic. The first is that finan­
cial statements are or may be actually 
useful to management, stockholders, 
creditors, and other interested parties; 
that such statements have or may have 
a significant influence in the direction 
of more efficient and equitable adminis­
tration of business activity. The second 
is that the usefulness of statements de­
pends to a marked degree upon the 
manner of presentation,—classification, 
sequences, captions, etc.—as well as 
upon the nature and adequacy of the 
underlying data.
Turning to the balance-sheet, one 
finds that a fairly standard form of pres­
entation has been developed during the 
last twenty-five years, particularly 
among the larger industrial companies. 
This form provides for the display of
(1) assets or resources and (2) the data 
of liabilities and stock equity on facing 
pages, with current assets and current 
liabilities heading the array on the re­
spective sides. Even utility companies, 
in their printed reports to stockholders, 
have shown some disposition to break 
away from the archaic arrangements 
characteristic of the regulated industries 
—where prescription has seemed to tend 
toward rigidity and stagnation—and to 
adopt the standard industrial form. 
This general arrangement is a satis­
factory framework for most situations 
and most purposes. It is a distinct im­
provement over the older type of lay­
out—still in use—in which plant assets 
are given the most prominent position 
o  the asset side and liabilities are 
sandwiched between capital stock and 
surplus on the equity side.
Arrangement of Assets
There remain, however, certain ques­
tions of grouping and sequence worthy 
of attention. In the first place, there is 
room for argument as to the adequacy 
of the current-fixed division of asset 
balances, and the appropriateness of 
the headings which are commonly em­
ployed to describe these groups. In a 
paper read at the 1933 annual meeting 
of the American Accounting Association 
I suggested that the underlying line, of 
cleavage is between money resources 
or purchasing power on the one hand 
and costs incurred applicable to future 
operations on the other, and I still 
think that this suggestion has merit. 
Particularly in fields where the period 
of production is extended, and so-called 
inventory balances are a long way from 
accounts receivable, is the conventional 
grouping of “current” assets of ques­
tionable significance. Possibly it would 
help to recognize three main groups of 
assets in the case of the typical indus­
trial concern, as follows:
(1) “Actual cash” on hand and in 
bank, “cash in process” (ordinary 
receivables), and the backlog of 
working capital in the form of “in­
vested cash.”
(2) Costs incurred in the form of mate­
rials and supplies, work in process, 
and finished goods, and current 
prepayments for services.
(3) Costs incurred in the form of pro­
ductive agents or facilities, includ­
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ing long-term cost commitments 
and prepayments for various forms 
of services.
In addition to these three major groups, 
it would of course be necessary to recog­
nize two other types of assets wherever 
such occur: (1) long-term fund accumu­
lations and investments, such as stock 
of an affiliated company; (2) intangibles 
of various kinds.- There is also the prob­
lem of reporting contingent and inde­
terminate items.
Arrangement of items within the ma­
jor asset groups is not a matter of great 
consequence, and I will not attempt to 
discuss it here. The chief criticism I 
have of conventional balance-sheets in 
this connection lies in their failure to 
segregate elements not subject to depre­
ciation and amortization from those 
which are. I might also mention the 
desirability of showing clearly the effect 
of any write-ups or write-downs—a 
point generally neglected.
Liabilities
With respect to liabilities, the usual 
method of classification stresses length 
of time preceding payment as a criterion. 
Other possible bases are: (1) purpose 
for which the funds or other assets ac­
quired from creditors are employed; (2) 
method of repayment; (3) legal rank­
ing. As a general approach, I see no 
serious objection to the conventional di­
vision between short-term and long­
term items. However, blind adherence 
to some fixed rule regarding term should 
be avoided. Particularly questionable is 
the rule which requires bonds and other 
elements of fixed capital, in the broad 
sense, which are due within one year to 
be included in current liabilities. Ridicu­
lous interpretations of working-capital 
position may result from application 
of this rule where payment is made 
through refunding or other fixed-capital 
transactions.
Incidentally I would like to renew my 
perennial plea for a clear-cut showing of 
a total of all liabilities. At present this 




Disposition of reserve accounts is the 
most unsettled and controversial area of 
balance-sheet classification, and de­
serves special attention at the present 
time. The view still seems to. prevail 
among many accountants that there 
are three main divisions on the right­
hand side of the balance-sheet—liabili­
ties, reserves, and stock equity—and a 
considerable number of printed state­
ments reflect this view. I submit that 
this method of reporting is based on an 
underlying misunderstanding, or failure 
to analyze adequately, or existence of 
accounts of such involved character 
that they defy interpretation. If the 
asset side is properly set up it should 
follow that the so-called liability or 
equity side should consist essentially of 
an array of creditor-claims and stock- 
holder-claims in the asset total. It is 
hard to see how a fraction of the total 
reported resources can be reasonably 
described without inclusion in one of 
these two main equity categories. Ac­
ceptance of this position is clearly indi­
cated by those balance-sheets which 
break the right-hand side into two main 
sections, with the coordinate headings: 
“liabilities,” “capital.”
The term “reserve” is one of those 
expressions which has been rather care­
lessly employed in business and ac­
counting nomenclature. It is a multiple­
use word, having at least three distinct 
meanings. Reserve account balances 
may represent any of the following: (1) 
liabilities; (2) offsets to particular or 
group asset balances; (3) appropriated 
or segregated surplus. Accordingly, it is 
the business of the accountant, in com­
piling the balance-sheet, to determine 
the character of the reserve balances 
with which he has to deal, and to dis­
pose of them in accordance with the 
significance of each account. Throwing 
reserve balances into a catch-all section 
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in the middle of the right-hand side 
is simply not doing the job.
Use of the liability reserve should nor­
mally be restricted to situations where 
there is no doubt about the existence of 
an obligation, payable in cash or equiv­
alent, but in which the amount must be 
estimated more or less roughly and— 
in some cases—the specific party or 
parties to whom payment will be made 
cannot be designated at the balance- 
sheet date. Thus “reserve for federal 
taxes” rather than “due U. S. Treasury 
for taxes” may be used in describing the 
liability applicable to the past period 
where the amount is uncertain because 
of pending legislation, difficulty of de­
termining precise application of existing 
statutes, or impossibility of guessing 
how government auditors will interpret 
particular transactions or conditions. 
The “reserve” title for taxes payable is 
also appropriate in interim statements, 
for taxes calculated on an annual basis. 
Another general example is the reserve 
which indicates the probable cost to the 
business of performing some service for 
customers or of making contingent re­
funds, on sales already made and in­
cluded in revenue. Other related cases 
of liability reserves are estimates of 
costs of meeting injury and damage 
claims already accrued, and of the 
accrued portion of pension obligations.
An interesting example is found in 
the reserve set up in connection with 
the operation of leased property to re­
flect the accrual from year to year of 
special expenditures which must be 
made, under the terms of the contract, 
at the time of reversion. Notwithstand­
ing internal revenue agents to the con­
trary, accountants commonly recog­
nize the propriety of accruing such spe­
cial costs as revenues are booked. An 
appropriate portion of the lump-sum 
cost at termination of the lease is un­
questionably a necessary charge against 
each year’s revenue. The credit balance 
in the reserve at any point is prefer­
ably viewed as the probable cost of ful­
filling certain specified obligations to 
the lessor.
A type of liability reserve very fre­
quently misinterpreted is the account 
representing so-called “unearned” or 
“deferred” revenue. When a customer 
makes a deposit in advance of per­
formance by vendor the full amount of 
such deposit must be credited to the 
customer, and the liability is discharged 
only with the return of the money or 
performance as agreed. (Partial per­
formance, of course, justifies propor­
tionate decrease of the recorded obliga­
tion.) It is true that the cash cost of 
performance may be less than the 
amount deposited, but this difference 
only emerges with performance; prior 
thereto the vendor is acting in a general 
fiduciary capacity as custodian of funds 
deposited.
I have no intention of attempting to 
list and discuss all kinds of liability re­
serves. The point I wish to make is that 
such balances, which are common to 
most corporations, should be explicitly 
reported as liabilities instead of being 
ambiguously presented in a vaguely 
outlined area between acknowledged 
liabilities and stock equity. Moreover, 
the great majority of these liability re­
serves should be included in the current 
group, and omission in effect consti­
tutes an overstatement of working capi­
tal, an accounting error of the first 
magnitude.
In recent years general agreement 
has been reached among industrial ac­
countants at any rate as to the charac­
ter and proper presentation of the im­
portant contra-asset reserves. It has 
become standard practice to show re­
serves for depreciation, depletion, and 
amortization as offsets to the related 
costs of assets on the asset side. There 
is still some confusion, however, with 
respect to certain types of reserves 
which have the significance of offsets to 
resources, even if assignment to par­
ticular asset balances may be trouble­
some. Take, for example, reserve for 
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billing and collection cost to be incurred 
with respect to accounts receivable al­
ready booked. There is no question as 
to the propriety of deducting from ac­
knowledged revenues all costs reason­
ably chargeable thereto, but what is the 
significance of the corresponding credit 
in cases in which the cost has not been 
incurred, in the usual meaning, prior 
to the date of revenue recognition, and 
in which there is no additional obliga­
tion to perform as far as the customer is 
concerned? The most reasonable con­
clusion seems to be that the reserve for 
collection cost is an offset to accounts 
receivable not in the sense of dollars 
that will not be collected but rather in 
the sense of dollars still to be expended 
in completing the process of realiza­
tion. In other words, such a reserve is a 
contra to receivables in the determina­
tion of the net realizable value of such 
assets.
All contra-asset reserves should of 
course be displayed as offsets at appro­
priate points on the asset side of the 
balance-sheet.
True surplus reserves are of two main 
kinds. First, is the type of account de­
signed to reflect utilization of funds— 
the account which serves to indicate 
how retained profits have been absorbed 
in the business. The “reserve for addi­
tions and betterments” is a classic ex­
ample. Such subdivision of surplus con­
stitutes an informal capitalization of 
profits, and is not objectionable if prop­
erly reported. The second class of sur­
plus reserve or appropriation is that 
which is set up as a buffer or first line of 
defense in the event that special losses 
appear. Such accounts range from those 
which are established as a gesture of 
general conservatism, without reference 
to any particular cloud on the horizon, 
to those designed to reflect probable 
losses of the future due to fire or other 
casualties which experience indicates 
may be anticipated from time to time, 
although having no regular, predictable 
pattern. The point to be emphasized 
here is that all such reserves should be 
clearly exhibited as appropriated earned 
surplus. Future losses resulting from 
casualties which have not yet occurred, 
and which may never occur, cannot be 
viewed as already in effect. It is reason­
able to say that depreciation accrues; it 
is not reasonable to insist that fire losses 
do. The fact that no buildings burned in 
a particular year, for example, does not 
increase the hazards of the future, does 
not place existing assets in increased 
jeopardy. And hence a reserve for pos­
sible fire loss at a particular point of 
time is nothing more nor less than an 
element of surplus account with a fancy 
label.
But what about reserves designed to 
reflect estimates of the costs of convert­
ing business facilities to peacetime op­
eration? Are these liabilities, contras 
to assets, or surplus? These are impor­
tant questions, with implications ex­
tending far beyond any reasonable in­
terpretation of the scope of this paper. 
(As has been pointed out by various 
writers, such reserves are not going to 
mean very much in the immediate post­
war period unless accompanied by a 
strengthening of working-capital posi­
tion, which means that they must be 
funded either specifically or in the gen­
eral form of increased current assets 
or reduced current debt.) A reserve for 
reconversion to peacetime production 
can hardly be construed as a liability 
to any particular person or group; 
neither does it represent a clear-cut 
decrease in the cost or value of any 
asset or group of assets; the most plausi­
ble interpretation—at least at first sight 
—is that such reserves are a segment of 
earned surplus under special title. But 
this tentative conclusion is not alto­
gether satisfying. The decisive question 
is, are the costs of reconversion—charges 
not yet incurred, and susceptible of 
only rough estimate—costs of war reve­
nues or costs properly assignable to 
peacetime production? If they are the 
latter, the corresponding reserves must 
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indisputably be viewed as surplus; if 
they are the former it is equally clear 
that they cannot fairly be described as 
surplus although doubt will still remain 
as to the proper balance-sheet treat­
ment. I can do nothing more than give 
an expression of opinion on these diffi­
cult questions. If war production and 
peace production are viewed as alter­
nating periods of activity, one just as 
normal and to-be-expected as the other, 
it would seem to follow that each type 
of production and the related revenues 
should be charged with only one batch 
of special costs. War revenues should 
bear the costs of converting to a war 
basis and peacetime revenues should 
bear the cost of converting to a peace 
basis. However, this conclusion does not 
appeal to me, notwithstanding the pain­
ful experience of two terrible wars in a 
period of the past thirty years. As I see 
it, it is more reasonable to view war 
production as a special excursion which 
business has been obliged to take, as a 
result of political and governmental 
developments and alignments, and if 
this view is sound it follows that the 
revenues realized during this special and 
enforced period should bear the round­
trip costs. From this point of view, in 
other words, war revenues should in­
clude the cost of rehabilitation.
If reserves for reconversion to peace­
time production should not be reported 
as appropriated surplus, how should 
they be classified? There is no entirely 
satisfying answer as far as I can see. 
Here is a situation—if there ever was 
one—which may call for a special head­
ing between liabilities and stock equity. 
My suggestion is that since such re­
serves are closely associated with the 
problem of working capital after the 
war they may be interpreted as a sort 
of general lien on or reflection of current 
resources which are being accumulated 
to defray costs chargeable to war reve­
nues but which will be literally incurred 
at a later date. To put the matter in 
negative fashion, I am suggesting that 
if such reserves are excluded from the 
working-capital picture there is some 
reason for saying that this picture is not 
being conservatively portrayed.
Classification of Stock Equity
Assuming one type of stock the prin­
cipal classes of data under this head are:
(1) amount paid in by stockholders;
(2) accumulated earned surplus or defi­
cit. If this classification is accepted for 
balance-sheet purposes this means that 
par or stated value and premium or so- 
called capital surplus should be juxta­
posed and subtotaled, and that surplus 
reserves and unappropriated earned sur­
plus should be associated and sub­
totaled. Stock discount, if any, should 
of course be reported as a contra to par 
value. An adjustment of the equity re­
sulting from any form of write-up should 
be added as a distinct element to the 
total of the equity as otherwise deter­
mined. It is also sometimes recom­
mended that cost of treasury shares be 
deducted from the total equity as other­
wise determined, but although this 
treatment may be tolerated as a tem­
porary procedure, a better practice is 
the closing out of the cost of such shares 
with appropriate application to capital 
stock and surplus accounts. In other 
words, in the balance-sheet treasury 
shares are preferably treated essen­
tially as unissued shares.
Where one or more senior stock issues 
is outstanding, the presentation of the 
stock equity becomes more complex 
and controversial. The general rule is to 
follow the order of legal rank and list 
the preferred-stock items first. The 
ideal procedure with respect to each 
issue of preferred stock, moreover, is to 
adhere to the general scheme outlined 
above for common stock; namely, to 
show separately and clearly the total 
amount of cash or equivalent paid in by 
the preferred stockholders, and the 
amount of earned surplus—if any— 
which may appropriately be viewed as 
attaching to the equity of such stock­
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holders. Carrying out this procedure is 
difficult in cases in which two or more 
types of stock are issued in a block. In 
many cases, too, the assignment of 
earned surplus to the respective classes 
of stock cannot be readily accomplished 
in precise fashion. This is particularly 
true where special participating rights 
are involved or dividends are in arrears. 
Overhanging the other complexities are 
considerations of liquidating rights, 
which often vary with the circumstances 
of reorganization or liquidation. Some 
accountants take the position that only 
par or stated value of preferred shares 
need be reported as the preferred equity 
(perhaps with liquidating value shown 
parenthetically or by footnote), the 
amount of any premium or discount 
arising in connection with the issue of 
preferred shares being absorbed in the 
residual equity of the common stock.
Offsetting of Assets and Liabilities
The question of offsetting or cancel­
ing assets against related liabilities, or 
vice versa, is loosely related to the prob­
lem of classification and deserves brief 
attention in view of certain present-day 
developments.
The established rule in accounting is 
that no liability shall be treated as paid 
until it is definitely discharged and that 
offsetting is accordingly not permissible 
in financial statements. Thus total cost 
of land is shown on the asset side and 
the amount of a mortgage thereon as a 
liability on the right-hand side; cash in 
sinking fund is treated as an asset rather 
than a reduction of the bond liability, 
the purpose to which the money is dedi­
cated; a payroll deposit is included in 
assets and the full amount due em­
ployees is reported as a liability; and so 
on. The only case under which the rule 
has been widely relaxed is that in which 
the same party is both debtor and credi­
tor to the particular entity. Thus if a 
customer is also a supplier, an offsetting 
of receivables and payables is some­
times advised. Even here offsetting is 
likely to be confusing and impracticable 
as far as internal bookkeeping and audit­
ing are concerned. Sales invoices and 
purchase invoices originate at different 
times, involve different amounts and 
terms, and flow through separate chan­
nels. In view of these conditions the 
most effective procedure as a rule is to 
carry out the requirements of each rela­
tionship, in the ordinary course of busi­
ness, without any effort to offset or 
cancel.
Notwithstanding this basic rule, the 
proposal has recently been made that 
the amount of tax notes owned may be 
(some say should be) shown on the 
balance-sheet as a deduction from the 
total accrued tax liability, or paren­
thetically, the difference only being in­
cluded in liabilities. Moreover, the com­
mittee on accounting procedure of the 
American Institute of Accountants has 
given this practice approval in its Ac­
counting Research Bulletin No. 14. 
This development alarms me, not be­
cause it represents anything particu­
larly harmful in itself but because it 
constitutes a violation of a fundamental 
test of proper reporting, and thus may 
be the entering wedge to other and 
more serious violations.
The movement to deduct tax notes 
from liabilities undoubtedly originated 
in the desire in certain cases to maintain 
an apparent current ratio equal to the 
conventional minimum, or equal to 
some required minimum as expressed in 
a trust indenture or other underlying 
agreement. With tax liabilities at a phe­
nomenal level it has sometimes been 
difficult, even in the case of a fairly 
strong company, to maintain the con­
ventional or specified relationship be­
tween the component elements in work­
ing capital if the tax liability was in­
cluded in the liability total in the full 
amount accrued. As a means of meeting 
this difficulty the proposal to improve 
the ratio artificially, by the simple ex­
pedient of offsetting, has emerged.
This is a dangerous step. Deducting 
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tax notes owned from an accrued lia­
bility is no more warranted than would 
be the practice of deducting other gov­
ernment securities or even cash from 
such liability. It is simply another case 
of window dressing via the route of 
modification of an established account­
ing rule, when the only justification for 
the modification is the desire to do a bit 
of window dressing. No general argu­
ment whatever has been brought for­
ward to support the departure. For, 
those who think there may be such an 
argument, attention is drawn to the 
following points:
(1) Tax notes may be purchased by 
anyone as a backlog of working 
capital just as U.S. Treasury notes 
and other similar securities may be 
purchased. In other words, acqui­
sition of such notes need not be 
confined to persons who expect to 
use them to pay taxes.
(2) The notes are redeemable otherwise 
than through payment of taxes and 
are interest bearing when so re­
deemed (at least in the case of re­
cent issues).
(3) Even where such notes are bought 
in anticipation of being used to pay 
taxes, heavy losses in the latter 
part of the year may eliminate the 
accruing tax liability. In this case, 
certainly, the notes cannot be de­
ducted from a tax liability which 
does not exist.
What particularly baffles me about 
this matter is the thinking process of 
the accountant who can cheerfully as­
sent to the offsetting of tax notes owned 
and tax liability accrued, and yet will 
insist with his last breath that bond 
discount—a clear-cut contra to matur­
ity value in determining net accumu­
lated liability—must invariably be re­
ported on the asset side of the balance- 
sheet.
Presentation of Revenue Data
By common consent the income state­
ment begins with the data of gross reve­
nue, usually measured largely by com­
pleted or delivered sales. Revenue rep­
resents the stream of inflowing funds 
from which all costs and other income 
charges are recouped, and hence is the 
natural starting point of the income 
reckoning.
In most published statements little 
if any classification or elaboration of 
sales data is attempted. The feeling 
seems to be widespread that depart­
mentalization of revenue is primarily 
of concern to those immediately in 
charge of operations rather than to 
stockholders and other groups for whom 
printed reports are designed. In large 
companies, moreover, the situation is 
often so involved that subdivision of 
revenue is not practicable for the con­
densed report. On the other hand, there 
are many examples of statements in 
which revenues are broken down into 
major divisions in the income statement 
itself and examples are still more nu­
merous where some classification of 
revenues is displayed in a supporting 
schedule or supplementary comment.
It is hardly necessary to note here 
that such offsets to revenue as sales dis­
counts, returns, and estimated uncollec­
tibles should be treated as revenue ad­
justments in the statement rather than 
as costs. Practice seems to be improving 
on this point in recent years.
The principal question in this area is 
the treatment to be accorded ancillary 
items and special gains. Examination of 
published reports shows that these cred­
its are scattered all the way from the top 
to the bottom of the income statement, 
sometimes even being included directly 
in surplus adjustments. The most com­
mon practice is to locate such earnings 
at roughly the midpoint of the state­
ment, after the striking of some sort of 
operating balance. The idea seems to be 
that this layer of revenue consists of 
nonoperating and unusual items, for 
which management has little or no re­
sponsibility, and to which costs of pro­




There are some reasons for objecting 
to this treatment of the earning fringe. 
In the first place this fringe is a part of 
operations in a broad sense. If a com­
pany primarily engaged in manufactur­
ing realizes revenue from the rent of a 
building, the fact that this transaction 
is somewhat outside the main stream of 
activity does not make it a “nonoperat­
ing” event. Similarly, if the company 
holds marketable securities and realizes 
interest on such holdings the interest 
earned is the result of operation, includ­
ing in this term the administration of 
working capital. Even the profit real­
ized on the sale of securities or disposal 
of a unit of plant is not an extraordinary 
factor in the company’s history if a 
long-run view is taken. Almost all con­
cerns have experiences of this character 
from time to time. Moreover, seldom if 
ever are any of the items in the revenue 
fringe actually free of cost. The assign­
ment of charges to such elements may 
be difficult, but it is clear that when 
costs and revenues are viewed in the 
large some of the office and administra­
tive expenses at any rate are applicable 
to the incidental and miscellaneous earn­
ings. Accordingly, I offer the suggestion 
that it would clarify and simplify the 
income statement if all credits to income 
of every sort and description—except 
perhaps in very unusual circumstances 
—were included in the revenue section 
at the beginning of the statement, in­
stead of being scattered all along the 
line. This treatment, of course, would 
not preclude the showing of such credits 
on one or more separate lines, with ap­
propriate captions.
Classification and Sequence of 
Charges
Two main classes of charges to in­
come may be distinguished: (1) costs 
of goods, facilities, and services applica­
ble to reported revenue; (2) debits re­
flecting the distribution or assignment 
of net income. With respect to the first 
group, the principal questions arising 
in the preparation of the income state­
ment are the degree of subdivision of 
expenses to be employed, the order to 
be followed, the matter of intermediate 
balances, and the problem of including 
or excluding losses and so-called income 
taxes. On the first point I will say only 
that for the purpose of published reports 
to stockholders I doubt the advisability 
of extensive classification of expenses in 
the statement proper; if much elabora­
tion is desired let it be accomplished by 
means of supplementary schedules, 
charts, and explanations. Probably all 
that should be required as a general rule 
is separate listing of so-called produc­
tion costs, distribution costs, and gen­
eral administrative charges, and an in­
dication—which may be by way of 
footnote—of the amount of deprecia­
tion, depletion, and amortization of in­
tangibles included (or a separate listing 
of these factors). As to order of ex­
penses a number of criteria are avail­
able, such as size of item, stage of opera­
tion at which incurred, ease of assign­
ment to product, and so on. My feeling 
is that this matter is purely conven­
tional. We are in the habit of listing 
manufacturing cost first, otherwise it 
would be just as reasonable and proper 
to begin with selling expenses.
How about successive deduction of 
expenses and the striking of interme­
diate balances? Here is the point at 
which the typical income statement is 
most in need of reform. Picking an ex­
ample at random from 1943 reports, I 
find the following successive balances: 
Gross profit, before deducting deprecia­
tion and depletion............................. xxx
Profit from operations, before deduct­
ing depreciation and depletion.......... xxx
Profit from operations. . . .................... xxx
Gross income......................................... xxx
Net income for the year, before provi­
sion for federal income taxes............. xxx
Net income for the year........................ xxx
Total........... ......................................... xxx
Remainder—surplus for the year.......... xxx
What an array! And what does it all 
mean? If the relation of certain costs to 
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revenues is not generally understood, 
and if the earnings of business enter­
prises are often overestimated by the 
rank and file, accountants must accept 
part of the blame for this state of affairs. 
Particularly at the present time is a 
form of reporting objectionable that 
obscures the central fact that all costs 
of every kind and description are essen­
tially homogeneous in their relation to 
the revenue stream and must be re­
couped from this stream if operation is 
to be successful. One type of cost is no 
less deductible or recoverable than an­
other. (Government auditors please 
take note.) Consequently costs should 
be deducted in total and not seriatim 
in determining net income.
This brings us to one of the most 
tantalizing problems of accounting— 
the distinction between expenses and 
losses, and the treatment of losses in 
financial statements. As far as defini­
tion is concerned there is no difficulty. 
A specific loss is an identifiable expendi­
ture or expiration of some factor which 
cost money which in whole or in part is 
not recovered through revenue either 
currently or in the future. (A composite 
loss is the excess of all charges incurred 
over the total of all related revenues, 
and presents no special problem of re­
porting.) Unfortunately objective tests 
as to when a cost is a loss are sadly lack­
ing; the selection of items to be dealt 
with as losses is largely a matter of im­
pression or opinion—and opinions vary 
sharply from person to person and from 
rosy Saturday to blue Monday. The 
general idea seems to be that unusual, 
unexpected charges, over which the 
management has little direct control 
are at least suspect, if not losses beyond 
question. Losses are charges that are 
abnormal, off standard, suffered as a 
result of inefficiency, casualty, or un­
favorable general developments. The 
trouble with all this is that business 
enterprises carry on their operations in 
an environment which includes—nor­
mally, if you please—a lot of unpleas­
ant and disturbing elements. These un­
pleasant and disturbing factors, it is 
true, vary somewhat in their impact 
from year to year, but they are always 
with us in some degree and from a long- 
run point of view are an integral part of 
operating experience. Moreover, as in­
dicated above, it is extremely difficult to 
distinguish the effects of these unfortu­
nate aspects of the business scene from 
the purely technical obstacles that must 
be overcome. It follows that a decision 
to dispose of certain charges by the back­
door method of direct assignment to 
surplus, so as to avoid “distortion” of 
current income, rests upon a highly 
subjective conception of normal activ­
ity which may have very little basis in 
fact.
Isn’t it about time that we recognized 
that normal technical operation as a 
distinct aspect is an illusion and built 
our reports to stockholders accordingly? 
The plain fact is that business activity 
is an involved amalgam of managerial 
effort, luck, and effects of impinging 
economic and social forces, and any 
effort to describe it in other terms is 
simply wishful thinking.
I don’t deny the propriety, in short­
term departmental reckoning, of at­
tempting to segregate and exclude—for 
certain purposes—the effects of unusual 
and external factors. But when the ob­
jective is the reporting of the results 
of operations as a whole for the full 
year I doubt very much the reason­
ableness of disposing of so-called losses 
otherwise than as charges to current 
revenues.
It is my recommendation, then, that 
as a general rule losses as well as ex­
penses be included in the total of deduc­
tions from gross revenues in the income 
statement. The loss items should of 
course be shown on a separate line or 
lines with adequate captions.
Location of Income Taxes
Thus far I have barely mentioned the 
most serious question of statement prep­
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aration at the present time—the loca­
tion in the income statement of charges 
representing taxes on income. I ex­
pressed my opinions on this matter at 
some length in an article appearing in 
The Journal of Accountancy last Janu­
ary, and at this time will do nothing 
more than summarize.
In view of the artificial character of 
present-day levels of revenues and costs, 
and a tax burden which may run as 
high as 50 per cent or more of total 
revenue, and 80 per cent or more of so- 
called taxable income, it seems to me to 
be sheer folly to treat taxes as a distri­
bution or assignment of “net income” 
or “net profit.” These terms, by long 
usage, most appropriately describe the 
amount of earnings available for owners 
or investors, and there can be no net in 
this sense until all taxes have been de­
ducted.
By the twin processes of renegotia­
tion and taxation the government at the 
present time is siphoning back to the 
treasury the major part of the excess of 
total payments for war products over 
applicable expenses. In the case of rene­
gotiation, it is clear that the amount 
recaptured by the government should 
be reported as a rebate or offset to reve­
nue as otherwise determined. It is also 
clear that if a particular adjustment 
through renegotiation were not made, a 
large portion of the amount in question 
would still be recouped through the 
process of taxation. Under these condi­
tions the unreasonableness of treating 
taxes on income as a distribution of 
corporate net profit becomes evident. 
There are no profits to the corporation 
and its members until the processes by 
which the total government recovery is 
determined have been fully applied.
In public-utility accounting all taxes 
have been traditionally reported as de­
ductions from revenue, and the view has 
long been accepted by regulating bodies 
and the courts that the stream of rev­
enues should be sufficient to cover all 
taxes as well as operating expenses, and 
provide in addition a fair return to in­
vestors. Industrial accountants may 
well take notice.
All taxes are basically alike in their 
relation to business revenue and profit. 
The differences are largely in method of 
measurement. Whether based on sales, 
property value, amount of payroll, physi­
cal output, or some technical income 
computation they represent charges 
which must be met before a true net to 
private capital emerges. To report any 
type of tax as an allocation or distribu­
tion of net profit is going out of our way 
to put misleading figures as to business 
profits in the hands of those who are 
making a career out of the harassment 
of private enterprise.
It is my conviction that a tax on cor­
porate income as such, particularly at a 
high rate, is thoroughly inequitable, as 
it has the effect of placing a unique bur­
den on income accruing to stockholders. 
Such a tax is also unsound from the 
standpoint of general economic develop­
ment in that it penalizes the use of the 
corporation as a means of carrying on 
economic activity, and bears heavily on 
that element of the income stream which 
represents a major source of risk capi­
tal. If such taxes are retained the least 
we can do is to prepare financial state­
ments in such a manner as to make it 
plain that they are deductions from 
revenue, along with other taxes and ex­
penses, in the process of measuring cor­
porate net income.
Interest, Dividends, Surplus
If so-called taxes on income are/de­
ducted from revenue, as I have recom­
mended, the distribution section of the 
income statement is confined to a show­
ing of interest on borrowed capital, 
dividends—if any—on proprietary capi­
tal, and addition to or deduction from 
surplus account. Interest should be de­
ducted separately from net income, as a 
prior charge, and the resulting balance, 
net profit or net loss to stockholders, 
should be prominently displayed. Com­
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parison of dividends declared during the 
year with the amount available for divi­
dend appropriations is advisable, al­
though in a majority of cases dividends 
are deducted directly from total surplus. 
The point here is that there is some 
virtue in showing clearly how much the 
current profit stream exceeds dividends, 
or how much of such stream is retained 
in the business.
Finally, there is something to be said 
for attaching directly to the income 
statement the showing of earned sur­
plus, as a means of tieing together the 




Business Reserves for Reconversion
By Randolph E. Paul, Washington, D.C.
General Counsel, Treasury Department
IT is a distinct privilege to appear be­fore the distinguished membership of your organization. It is particu­larly a pleasure to discuss with you the 
subject of reconversion costs. I believe 
I can count on your sincere interest, 
even though at times our discussion 
may have to embrace subtle technicali­
ties. You pioneered the subject in your 
Accounting Research Bulletin No. 13, 
“Accounting for Special Reserves Aris­
ing out of the War.” This study has 
been a valuable contribution to a sub­
ject which is still in what the President 
calls the “discussion stage,” but which 
is becoming more important every day. 
In this and other ways your research  
staff and members of your organization 
have generously aided the Treasury in 
our study of the problem.
Businessmen often say to me that 
the hardest part of their life is its uncer­
tainty. They do not know their tax 
liability for past years. They do not 
know what the latest tax statutes mean. 
They do not know what policies will be 
announced from many quarters the 
next day. They find it difficult to plan 
intelligently. I can sympathize very 
genuinely with these feelings. They are 
vague, but they are real. To the extent 
that we in the Treasury can remove 
obstacles to business planning, it is our 
desire to do so. On the other hand, there 
is a limit beyond which our power to 
give certainty does not reach. A large 
degree of uncertainty is inherent in the 
critical period in which we live. Neither 
you nor I can tell what tomorrow will 
bring; there must be for all of us an area 
of uncertainty. It would be presumptu­
ous of us to attempt exactness in a field 
involving such a large element of proph­
ecy. If we tried we should get nothing 
more than a delusive certainty which in 
the end would do more harm than good.
We do know that heavy work lies 
ahead. Sometime in the future we shall 
have to reverse the job industry has 
been doing for the last two years,— 
the conversion of a peacetime economy 
to intensive wartime production. Taken 
all in all, that job was done with re­
markable speed and with results that 
are speaking for themselves on the mili­
tary front. We do not know when, but 
we do know that a time will come 
when we must do this job in reverse. 
We shall have to reconvert a war econ­
omy to a peace basis. Not the least part 
of that job will be to insure conditions 
under which peacetime production can 
furnish many goods and services people 
have been unable to buy during the war 
years, and to provide employment com­
parable to the employment level of to­
day.
Reconversion Reserves
What are reconversion reserves? You 
accountants know better than I the 
meaning of the term “reserves.” I have 
had a good deal of association with the 
word in many years of tax practice, but 
I have not had the daily contact you 
have had. I speak humbly, therefore, 
when I remind you that reserves are 
divisible into two types: (1) valuation 
reserves, including liability reserves, 
and (2) surplus reserves. The former 
type represents a cost which must be 
deducted before true net income can 
be determined. The latter type is an 
entirely different animal. It represents 
a part of surplus which is set aside as 
an aid in conserving the funds of an 
enterprise to meet some future expendi­
ture. It need not be deducted to arrive 
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at true net income. It is nothing more, 
and nothing less, than a subdivision of 
surplus. It is surplus earmarked for an 
expenditure which directors presently 
think may be necessary at some time in 
the future. They may change their 
minds at any time, in which event the 
reserve account goes over to surplus.
There can be no disagreement among 
informed persons as to the meaning of 
the term “reserve.” But it is appropri­
ate to call attention to the looseness 
with which the word “reconversion” 
is frequently used. People employ the 
term constantly without precise thought 
as to its meaning. There are at least 
two schools of thought on the subject 
of what constitutes reconversion. One 
school would limit the concept of recon­
version to postwar costs directly related 
to wartime income. The other school 
views reconversion in its broadest sense, 
thinking of the term as including all 
expenditures made in the immediate 
postwar period, whatever their purpose 
and character. This is a rough classifica­
tion, but I think it may serve the pur­
pose of clarifying what I have to say 
later.
To this audience I think I may dog­
matically state that reconversion costs, 
in the sense of costs directly associated 
with the earning of wartime income, 
should be charged against that income. 
This is a principle to which I am sure 
most accountants would readily sub­
scribe. But in accounting, as in law, 
general propositions do not decide con­
crete cases. It is a long step from the 
enunciation of a principle to its prac­
tical application. This is particularly 
true when the facts of the concrete case 
have not yet made their appearance 
on the horizon.
The difference between the general 
and the specific has acute relevance 
when we add another consideration to 
the equation. It becomes a matter 
of intense concern to the government 
when the suggestion is made that a 
deduction be allowed for reserves for 
reconversion. The question is no longer 
simply what informed directors report 
to stockholders. Not all stockholders 
read balance-sheets too carefully. Those 
who read carefully know that reserves 
mean what the directors intend them to 
mean. Reserves on a balance-sheet are, 
therefore, little more than a notice,— 
a record of the directors’ guess as to the 
shadow of coming events. The thing 
anticipated happens, or it does not 
happen, and a book entry does not 
change the course of events. Net income 
remains what the future lets it be. The 
stockholders’ inchoate interest in the 
corporate profits remains what it would 
have been if no entry had ever been 
made.
But it is a very different matter when 
a deduction is allowed for tax purposes. 
The government takes less—the cor­
poration keeps more. The ultimate cor­
porate profits after taxes remain higher. 
Stockholders’ equities stay at a higher 
level. Stockholders may even be vouch­
safed more dividends. The question is 
not merely one of checking the accuracy 
of the directors’ prophecies. It becomes 
the serious matter of earnings remaining 
after taxes, which involves governmen­
tal revenue at a critical time and per­
haps the competitive position of firms 
in the same industry.
This makes the question of reserves 
for reconversion a matter of pressing 
concern to the government. We might, 
though you would not, be cavalier about 
a bookkeeping reserve. We dare not be 
cavalier about a deductible reserve. 
Rigorous tests must be applied to de­
termine whether government interests 
suffer and what the effects on industry 
will be. We have to ask the question 
whether, in the largest orbit of the pub­
lic interest, an arbitrary tax adjustment 
may not do more harm than good.
Assuming that the responsibility in­
volved in the determination of a deduct­
ible reserve is accepted, other problems 
remain. How shall we charge reconver­
sion costs to the income with which they 
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are properly to be associated? What 
costs shall be allowed? These questions 
are much more easily asked than an­
swered, even though we use the term 
“reconversion” in the narrow sense of 
postwar costs directly related to war­
time income.
Method of Charging Reconversion 
Costs
First, let us consider the methods of 
charging reconversion costs against 
wartime income. History may be a good 
teacher here. In the 1942 Act Congress 
enacted a two-year carry-back of net 
operating losses and unused excess­
profits credits. The purpose of this pro­
vision was to make adjustments against 
wartime income for postwar costs di­
rectly related to the war, as well as to 
average income over the war period. 
The extent to which this indirect allo­
cation of postwar costs will result in 
tax savings equivalent to a direct allo­
cation depends on many factors now 
indeterminate. In the main, the extent 
of the relief afforded by the provision 
will depend upon the pattern of income, 
both in the war years and the period of 
reconversion, as well as the tax struc­
ture over this entire period. Since an­
other speaker is to discuss this specific 
adjustment, I gladly yield the field to 
him. In passing, however, I would like 
to call your attention to the implication 
of the present carry-back provisions 
when stated as reserve plans. They rep­
resent a potential reserve of 100 per 
cent of two years income.
The carry-back provision has received 
little attention. The reserve technique 
has many vocal adherents. This in 
spite of the fact that the carry-back 
procedure requires no adjustment in 
current income and no difficult anticipa­
tion of reconversion costs. It provides 
the simpler technique of charging post­
war costs to wartime income at a time 
when the costs are known or definitely 
ascertainable.
The Reserve approach has seductive 
appeal, since it appears to be a simple 
matter to create a reserve through de­
ductions from current income against 
which specified postwar costs may be 
charged at a later date. It is urged that 
such a procedure is entirely safe because 
any unused balance can be returned to 
taxable income in later years. How can 
the government be harmed under such 
circumstances?
The reserve technique requires in a 
period of intense uncertainty anticipa­
tion of the cost of reconversion at a date 
no one yet knows. No one can make a 
reasonable estimate at the present time 
of the magnitudes of such costs. They 
may be large; they may be smaller than 
most of us anticipate. The reserve 
method requires us now to make a 
reasonably precise guess as to the un­
known future.
Since none of us can safely predict 
the details of the future, the amount of 
any reserve established today must of 
necessity be arbitrary. This leads to the 
reasonable requirement that estimates 
of future reconversion costs must be 
subject to some limitation. Limitations 
are crude instruments. They would cre­
ate hardships for those firms with eligi­
ble postwar costs in excess of the limita­
tion employed. They would make avail­
able excessive deductions to those firms 
with few or no eligible postwar costs. 
Under this technique no one would have 
security.
But it is smoothly argued that limita­
tions will do no inequity because any 
unused balance in a reserve account will 
be returned to taxable income in later 
years. This leads to the third objection 
to the reserve approach. A taxpayer in 
future years has a large unused balance 
in his reserve account. Will it be easy 
for such a taxpayer to avoid thinking 
of that balance as his own? Will he 
readily recognize that the portion of the 
reserve which represents remaining 
taxes belongs to the government? I 
think most taxpayers, even most cor­
porate taxpayers, are more human than 
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that. Their natural reaction will be to 
forget the original purpose of the reserve 
deduction and to attempt to broaden 
the charges against the reserve beyond 
those which we might now agree were 
appropriate. Such an extension of de­
ductible expenses might well be a greater 
step away from improvement in the 
wartime tax base than the original 
reserve deduction would have been 
toward such improvement.
This possibility is no straw man. I 
need only refer to some of the proposals 
to the Ways and Means Committee. 
Some of these proposals lose sight of 
the fact that reserves are a method of 
refining taxable income. In fact, one 
plan has pushed the broadening of re­
serve charges to its logical extension, 
and required no charges against the 
reserve. The harmful results of such a 
procedure I shall discuss later.
I am trying to give you as simply as 
I can the reasons why we believe that 
further adjustments can only come by 
way of a further refinement in the carry­
back techniques. Of course, any such 
refinements will have to pass the test of 
administrative feasibility. We make this 
suggestion not because we wish to deny 
appropriate relief, but rather because 
we are looking for a method which will 
give equitable and sufficient relief.
Reconversion Costs To Be Charged 
against War Income
Even with a decision made in favor of 
that technique, the road is far from 
clear. We immediately encounter diffi­
culties in the specification of war costs 
properly related to wartime income.
Costs of Reconverting Facilities
Take first the case of cost connected 
with reconverting plant facilities to 
peacetime production. Outlays for re­
adapting, re-arranging, dismantling, and 
reinstalling plant and equipment would 
have to be segregated from other ex­
penditures, and further classified into 
capital expenditures and deductible ex­
penses. The distinction between expense 
items and capital outlays is an old 
friend to those of you who have been 
concerned with tax law for the past 
few years.
The next difficulty is also one of clas­
sification. Re-arrangement expenses do 
not necessarily constitute proper charges 
against war revenues. Some of them 
may be proper charges against peace­
time revenues. How shall we tell in the 
case of particular items of expense 
whether they are properly chargeable 
against one type of revenue or the 
other? The answer to that question, as 
it arises in respect to specific items, is 
easier for the client than his adviser 
who probes below the surface of things. 
For example, suppose that a firm does 
not return to its identical prewar pro­
ductive pattern.
Or suppose that it does not go on 
producing the same prewar product. 
Are reconversion expenses in such cases 
necessarily chargeable against war pro­
duction? Or should the answer to this 
question differ according to whether the 
shift to a new product was war induced 
or was the culmination of prewar plans. 
How can cases of this kind be satisfac­
torily separated?
What treatment shall be given to fa­
cilities presently owned by the govern­
ment but purchased and converted to 
peacetime production by private indus­
try? Should the conversion of facilities 
amortized under certificates of necessity 
be offset against war income? Surely the 
conversion of such facilities represents 
a capital outlay to be charged against 
income from peacetime products and 
not against war revenues. Of course, 
the cost of dismantling and scrapping 
facilities amortized under certificates of 
necessity are war costs; but if such fa­
cilities are used in peacetime production, 
then complete amortization against 
wartime revenues has represented too 
large a charge against such revenues in 
view of their true economic life. The 
definition of wartime income would
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railways of slightly over $2 billion or 
of one per cent. Although fifteen 
companies have been authorized to 
charge $7 million for deferred mainte­
nance in the first seven months of 1943, 
additions to deferred maintenance re­
serves in 1943 have been less than the 
charges against the 1942 reserves. In 
other words, the making good in 1943 
of 1942 undermaintenance is in excess 
of deductions claimed for undermainte­
nance in 1943.
In interpreting these figures, it must 
be remembered that they are not ac­
cepted for tax purposes. However, it is 
a common practice to show reserves on 
balance-sheets which are not tax de­
ductions.
Dismissal Wages
If I could leave this subject at this 
point, I am sure that we could all go 
home with a comfortable feeling that 
the problem, while difficult, is not in­
superable. We could feel that somehow 
answers would cross tables as the debate 
unfolded. But machines, whether over- 
or undermaintained, do not run them­
selves. In the postwar period, as now, 
they will have to be operated by many 
of the men and women who are working 
at them today. There will be a hiatus 
in which these workers will have no 
machines to operate. Some of them will 
have moved to expensive defense areas. 
They will be people with a thin margin 
of security for a period of unemploy­
ment. Perhaps they will need dismissal 
wages.
You will say that the administrative 
problems in determining dismissal com­
pensation are relatively simple when 
compared with the problems involved 
in the rearrangement of facilities. Dis­
missal wages can be easily segregated. 
But I remind you that the problem is 
more subtle than appears upon the 
surface.
If we would prevent abuses, it will 
be necessary to adopt certain restric­
tions and limitations. We may be obliged 
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hardly be improved if further deduc­
tions connected with these facilities 
were allowed.
Deferred Maintenance
There has been much fluent talk, and 
much ink has been spilled, in an attempt 
to prove that deferred maintenance 
should be included as a reconversion 
cost in the general sense that I have 
been using it. We have studied this 
problem carefully, but we have failed 
to find any method or formula which 
will satisfactorily recognize differences 
between industries and give proper ef­
fect to changes in the price level, 
changes in the volume of production, 
and changes in the relationship between 
maintenance outlays and production. 
If any of you can suggest an adequate 
formula, I should be delighted to have it.
Difficulties with the problem of de­
ferred maintenance do not end at this 
point. The term overmaintenance is not 
frequently used, but there is such a thing. 
It distorts war income just as much as 
does undermaintenance. One may be 
permitted some doubt as to how serious 
and extensive undermaintenance may 
accurately be said to be. All of you have 
seen it in the case of specific machines 
and particular equipment. But it would 
be imprudent to generalize from specific 
items of undermaintenance to the broad 
area of the entire business of a firm or 
over a whole industry. Undermain­
tenance of certain assets may be more 
than balanced by overmaintenance of 
other assets.
Even in the case of the railroads—the 
most generally cited example of signifi­
cant undermaintenance—-authorization 
by the Interstate Commerce Commis­
sion in 1942 of charges for deferred 
maintenance did not give rise to sub­
stantial deductions. With Interstate 
Commerce Commission approval, only 
28 companies charged $11 million for 
deferred maintenance in 1942. This 
amount may be compared with total 
maintenance expenses in 1942 of Class I
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to place a limitation upon the number 
of weeks of wages or salary to be paid 
to any one employee. This, on the 
theory that only a reasonable payment 
to carry the dismissed employee over a 
period of readjustment may be recog­
nized as a war cost. We may have to 
adopt some non-discriminatory provi­
sion which will prevent the selection of 
favorite or higher paid employees as 
the recipients of dismissal compensa­
tion. Finally, because the problem of 
relocation and adjustment may be most 
severe for the lower paid employees, it 
may be necessary to impose some limi­
tation upon the total amount which 
may be paid to any one employee.
You will, of course, have in mind that 
such restrictions would not prevent any 
individual firm from making larger pay­
ments to employees if it desires. The 
limitations apply only to any special 
treatment to be accorded to these types 
of payment.
The costs of returning plants to their 
prewar condition and dismissal wages 
do not exhaust the possible postwar 
costs which might be included under the 
heading of reconversion. However, as 
we extend the list we soon enter a twi­
light zone. Cases arise in which the 
context of postwar events becomes ob­
scure. Who knows that context now? 
And who does not know that it will 
vary from firm to firm? I cannot an­
swer these questions today. My pur­
pose this afternoon is to state problems 
which you can evaluate better than I.
The Broader Meaning of 
Reconversion
So much for the problem of reconver­
sion costs in the narrower sense of that 
term—costs which relate to war income. 
As I said earlier, there is a school of 
thought which views reconversion more 
broadly, and includes in the term all 
expenditures made in the immediate 
postwar period. In justification of this 
attitude it is said that wartime taxes 
take away such a high proportion of
wartime income that taxpayers cannot 
accumulate in the war sufficient earn­
ings for postwar expansion and growth. 
Another group, acknowledging the ade­
quacy of corporate earnings, believes 
that lower wartime taxes are necessary 
to insure the liquidity of these accumu­
lated earnings after the war. It is also 
argued that tax savings resulting from 
the deduction of all types of expenditure 
from wartime income will enable a 
higher level of employment after the 
the war by stimulating these expendi­
tures.
Adequacy of Net Income After 
Taxes
These arguments are made for the 
most part by interested persons and 
should be washed in what Holmes called 
the “cynical acid of distrust.” Take 
first the argument that it has been im­
possible during the war for corporations 
to accumulate earnings for postwar ex­
pansion. The argument simply does not 
hold water. I call your attention to 
certain data submitted to the Ways 
and Means Committee on October 4, 
1943, and appearing on page 103 of the 
unrevised report of the hearings before 
that Committee. The figures in the un­
impressive columns on these pages are 
little short of sensational. Net income 
(excluding dividends received) has reached 
the estimated level of $22 billion for the 
calendar year 1943. The estimate for 
1944 is $24 billion. These figures are 
comparable to the figure of $5 billion for 
the year 1937,. which was one of the 
most prosperous years of the thirties.
Some of you will say that taxes have 
also risen and that we should regard not 
total net income, but net income re­
maining after taxes. I agree, taxes have 
risen; they have been multiplied many 
times. Total corporate liabilities for 
income and excess-profits taxes, amount­
ing to slightly over $1X billion for 1937, 
have climbed to $13X billion for the 
year 1943. But taxes, even of this mag­
nitude, have not kept pace with rising 
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earnings. Corporations, in 1942, will 
have left after taxes $8.1 billion, and 
in 1943 more than $8.5 billion, sums 
more than double the $3.9 billion left 
after taxes for the year 1937, and equal 
or greater than the $8.1 billion of in­
come after taxes in 1929!
Nor have our high war taxes 
substantially affected dividends paid. 
The average of dividends paid for the 
years 1936 to 1940 was $4.1 billion, 
reaching the high figure of $4.8 billion 
in the year 1937. For the years 1941, 
1942, and 1943, dividends are estimated 
at $4.5 billion, $4.1 billion, and $4.0 bil­
lion, respectively. Even after taxes and 
dividends paid, corporations will have 
accumulated for the years 1942, 1943, 
and 1944 a total of nearly $14 billion 
of undistributed corporate profits!
The figures I have given you are the 
profits of all corporations, including the 
deficits of those with losses. You will 
find from the record of the Ways and 
Means Committee that the figures for 
corporations' with net income are even 
higher. From our analysis of a sample of 
650 corporations, prepared by the De­
partment of Commerce, we have found 
that increased corporate earnings have 
been widely distributed. It is true that 
some businesses are suffering as a result 
of the war, while others are securing a 
relatively large share of increased war 
profits. However, of this sample, three- 
fourths report more net income after 
taxes in 1942 than in 1939, and over 40 
per cent doubled their 1939 level of 
earnings after taxes. The year 1939, 
you will recall, was generally a better 
year than either 1936 or 1937.
Viewing this period of unrivaled pros­
perity of corporate enterprise when 
measured by net income after taxes, it 
would be an indictment of our enter­
prise system if tax reduction were re­
quired to create its share of postwar 
jobs. Corporations may well need con­
tract cancellation relief, but the deduc­
tion from wartime income of unrelated 
postwar expenditures would be nothing 
more than a subsidy program at the 
very time when industrial prosperity is 
at its greatest in history.
Liquidity of Business Enterprise
I now come to the second argument 
made by those who favor the inclusion 
in reconversion costs of all expenses of 
the immediate postwar period. Their 
argument is that the vast corporate ac­
cumulations of which I have spoken are 
not in liquid form. They are invested in 
plant and equipment, inventories, and 
accounts receivable. As such they can­
not be used to pay obligations certain to 
mature immediately upon the cessation 
of hostilities. Cash available will be in­
sufficient for the payment of dismissal 
compensation and immediate reconver­
sion costs. Corporations will face serious 
cash shortages which may in many cases 
be ruinous.
I grant that there is this danger for 
many corporations. But I say that this is 
not basically a tax problem. It is a prob­
lem on a much broader front than the 
tax front. Some procedure will have to 
be developed for meeting this situation. 
All the reserves in the world will not 
help corporations out of this difficulty. 
The question must be tackled in connec­
tion with the termination of war con­
tracts, and devices will have to be em­
ployed to keep our corporations on the 
job of producing postwar goods and 
giving postwar employment. One such 
device which has been developed is the 
government-guaranteed loan under Regu­
lation V issued by the board of gover­
nors of the Federal Reserve System.
I have said this was not basically a 
tax problem, but if prompter refunds of 
taxes to which firms are entitled can 
be made, then the tax structure can 
make a substantial contribution in eas­
ing this transitional period. In the years 
in which losses are being incurred, cor­
porations are now required to make 
quarterly payments on their preceding 
year’s tax liabilities. These payments are 
required even when the following March 
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15 will find the corporation suffering 
losses or declines in income with a credit 
balance in the Treasury.
To reduce this cash drain, the Treas­
ury suggested to the Ways and Means 
Committee that a postponement of 
prior year’s taxes be granted when cor­
porations anticipate losses. This post­
ponement could equal the potential re­
fund resulting from the loss. A final 
reckoning could be made the following 
March 15. I believe this approach can 
more adequately meet the cash problem 
of those corporations with real need 
than any reserve plan which has yet 
come to my attention. It would im­
mediately free the liquid assets that 
corporations have accumulated for pay­
ment of their tax liabilities, but does not 
grant them any more total refund than 
their legitimate claim. There would be 
no subsidy element in such a proposal.
Postwar Employment Stimulation
The last argument on behalf of the 
wholesale deduction of postwar recon­
version expenses from wartime income 
is that employment after the war may 
be stimulated by such a device. I should 
be the last person to assert that our 
wartime tax structure is perfect. But 
I do say that the arbitrary reduction 
of the wartime tax base on account of 
postwar expenditures not related, in an 
accounting sense, to wartime revenue 
would not improve the situation any. 
Such a remission of taxes, which would 
otherwise have been levied on wartime 
income, would represent government 
subsidies of the most discriminatory 
character.
The government would be underwrit­
ing the postwar capital expenditures of a 
corporation making excess-profits dur­
ing the war more heavily than a cor­
poration earning only normal profits 
during the war period. Two types of 
concerns would receive little or no bene­
fit from such a treatment of postwar 
expenditures—the war casualty concern 
and the new postwar concern. The post­
war industrial competitive structure 
would be enormously biased in favor of 
the existing profitable corporation.
Another unfortunate result would 
follow from the indiscriminate deduc­
tion of postwar capital outlays from 
wartime income. It is the function of our 
capital markets to place the liquid sav­
ings of individuals at the disposal of 
corporations with the highest prospec­
tive return upon investment. If corpo­
rate funds are to be provided by the 
remission of wartime taxes, it becomes 
impossible to secure this best invest­
ment of individual savings. These sub­
sidies would be completely unrelated to 
need, or to the postwar prospects of 
the industry to which they were paid. 
The direction of investment customary 
in the capital markets would be warped, 
and the function of the capital markets 
would be sharply curtailed.
The Treasury, therefore, has opposed 
the deduction of postwar capital out­
lays from wartime income, as well as 
other arbitrary reductions in the war­
time tax base. I am sure that the major 
part of our business leadership does not 
believe that after four consecutive years 
of industrial prosperity government 
subsidies in the guise of postwar reserves 
are either necessary or wise. Refine­
ments in the income-tax base are, of 
course, quite another matter.
It would be a masterpiece of under­
statement to say that history has never 
recorded anything like the times in 
which we live, and the times in which 
we shall live when victory is won. Was 
there ever such instability or insecurity? 
Change, “with its long arm, its disturb­
ing touch, its decree of events not yet 
manifest,” has come to all the folkways 
of business. Invention was never so fer­
tile. The pace of events is terrific. The 
tempo of the Nineteenth Century has 
gone forever. The old order has perished.
At the same time the responsibilities 
of the businessman were never so great. 
Not the least of his difficulties is the 
coming transition period. This involves 
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more than most of us can clearly fore­
see. But some outlines appear in the 
distance. We know that depleted world 
supplies and vast accumulated savings 
may well present a peacetime demand 
for goods such as the businessman has 
never known. We know that when peace 
comes, he will be dealing with employees 
who have recently had the satisfaction 
of full employment and who will be rest­
less if there is too much slack. We know, 
and the businessman knows, that his 
whole future is at stake.
But we need not end on a pessimistic 
note. The businessman who converted 
from peace to war can convert from war 
to peace. For a time there may be loss 
of momentum. But I predict that speed 
will return to the machine as the chal­
lenge of the undiscoverable future is 
accepted. And I venture the prophecy 
that in the end the businessman will 
be glad that he did the job himself, 
that in a crisis business enterprise did 
not fail to perform its historic function, 
and that in the process the businessman 
kept government assistance at a mini­
mum.
Qualifying Pension Trusts
By Hal Canary, Tennessee
Member, American Institute of Accountants
T
he cursory reader of the current 
advertisements of life-insurance 
companies, trust companies, and 
banks might gather the opinion that 
pension-trust plans, profit-sharing plans, 
stock-bonus plans, and annuities for 
superannuated employees are a part of 
a phenomena incidental to the advent 
of this socially conscious era.
On the contrary, there are in exist­
ence today employees’ retirement funds 
which have been in continuous opera­
tion for more than fifty years. For those 
of us who are more concerned with the 
income-tax aspect of these plans than 
in their other and undeniably valuable 
and praiseworthy characteristics, it 
might be noted that as far back as 
Regulations 45, promulgated in 1918, 
there was permitted, at least by pre­
sumptive affirmation, the deduction 
from the gross income of the employer 
amounts paid into a pension fund for 
his employees where the employer had 
divested himself of the custody and 
control of the fund.
The pension trust, as we know it 
today, took form in the provisions 
added to. the 1928 act, when section 
165 first appeared in the law. It created 
no great furor; the corporation normal 
tax rate fixed by that Act was 12 per 
cent of the net income, and there were 
no surtaxes or excess-profits taxes.
We can accept the testimony of the 
executives of industries both great and 
small, who initiated such plans years 
ago, that they have been well paid for 
sharing profits with their employees, 
or providing retirement benefits for 
their employees as they became too 
old to continue to render efficient serv­
ice; that such plans have stabilized 
employment by increasing employee 
morale, by affording security and thus 
building goodwill with the employee’s 
family; by providing material rewards 
for long-term service; and by supplying 
an incentive to young men to stay with 
the firm. They testify also that the 
plans have actually reduced labor costs 
by increasing efficiency as a result of hav­
ing happy and satisfied employees with 
minds free from worry about personal 
financial problems such as sickness, old 
age, and death; by increasing produc­
tion because the employees’ minds are 
free to concentrate on the job at hand; 
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by reducing employee turnover, thus 
curtailing the expensive function of 
training inexperienced men; and by 
eliminating in a humanitarian manner, 
through automatic retirement, the aged 
and inefficient, thus assuring a constant 
flow of younger men with their progres­
sive ideas into key positions. These 
experienced executives tell us too that 
pension plans make employment with 
the business more desirable, thus at­
tracting the better type of employee 
and affording a wide range from which 
to select one’s personnel, and that it 
builds goodwill for the firm with the 
general public, and thus capitalizes on 
the intangible advertising.
Granting all these valuable benefits 
to the employer, the fact remains that 
the impetus which brought these plans 
to the attention of thousands of employ­
ing corporations was the rigorous in­
crease in income-tax rates, closely fol­
lowed by the scarcity of skilled labor, 
and more recently by the freeze in 
salaries and wages.
With tax rates as they are now, and 
as they give promise of being for un­
told years in the future, the fact that 
the employer’s contribution to an em­
ployees’ pension plan is fully deductible 
from gross income in the year contrib­
uted, will usually result in the em­
ployer actually standing much the 
smaller part of the cost of funding the 
plan. At the same time, since the em­
ployee is not taxed upon the benefits of 
the plan until such benefits are dis­
tributed to him, his tax liability is post­
poned until his retirement, when he may 
well expect to be in lower income-tax 
brackets.
These advantages to the employer, 
and to the employee, are inherent in 
pension plans which qualify under the 
provisions of section 165; plans which 
do not so qualify as tax exempt under 
the provisions of that section may be 
much more expensive, both to the em­
ployer and to the employee. Payments 
by an employer to a non-qualifying 
plan are deductible by the employer 
in the year made, if the employee’s 
rights in the payments are non-for­
feitable at the time the payment is 
made, but are not deductible unless the 
employees have non-forfeitable rights 
at that time. Presumably, the right 
to a deduction by the employer might 
accrue when the employee’s rights in the 
fund become non-forfeitable. Further­
more, payments to a pension plan 
which does not qualify under the ex­
empt trust provisions of the Code are 
subject to wage-and-salary-stabiliza­
tion regulations, and thus might easily 
prove hazardous to the employer.
Since so much may depend on whether 
or not a pension trust will qualify under 
section 165, some review should be made 
of the requirements for qualifying a 
pension trust.
First, it must provide that contribu­
tions will be made to the trust, either by 
the employer, or by the employees, or 
both, for the sole purpose of distributing 
to the employees, or to their benefici­
aries, the corpus and income of the fund 
accumulated by the trust, in accord­
ance with the provisions of the plan 
adopted.
Second, the trust must be an essential 
part of a stock-bonus retirement an­
nuity, pension, or profit-sharing plan of 
an employer for the exclusive benefit of 
the exclusive benefit of the employees, 
or their beneficiaries. Since the plan 
must be communicated to the employ­
ees, and must also be submitted to the 
Commissioner, it must necessarily be a 
written plan.
The submission of the plan to the 
Commissioner, to whom it will be for­
warded by the local collector of internal 
revenue, with whom it will be filed by 
the employer, is for the purpose of prov­
ing the right of the trust to qualify 
under section 165. This proof must be 
filed for every year beginning after De­
cember 31, 1941, except that verified 
copies of such documents as the trust 
instrument, copy of the plan, and copies 
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of annuity contracts, etc., need be filed 
only for the first taxable year under the 
present law. But there must be filed 
annually numerous schedules giving 
such detailed information that the Com­
missioner will have full knowledge of all 
details of the plan and the manner in 
which it is actually operating. These 
schedules are likely to prove quite bur­
densome to the employer.
The third qualification is that under 
the terms of the trust instrument, it 
must be impossible for any part of the 
trust corpus or income to be used for 
purposes other than for the exclusive 
benefit of the employees or their bene­
ficiaries, unless all liabilities under the 
trust with regard to the employees and 
their beneficiaries have been satisfied. 
The law requires that the trust instru­
ment must contain an affirmative dec­
laration to that effect and it is usually 
recommended that the instrument em­
body the exact words of the law in ex­
pressly excluding any possibility of the 
reversion of trust funds to the employer. 
Any amounts that may have been ac­
cumulated in the fund due to errors in 
the actuarial computations may be re­
turned to the employer, in which case 
the amount so reverting is taxable in­
come to the employer in the year re­
ceived, unless it should happen to be an 
amount paid by the employer to the 
trust for which no deduction had been 
allowed in a prior period.
Section 165(a)(3) limits the exemp­
tion from tax of trusts to those whose 
coverage of the employees is sufficiently 
broad to come within the intent of the 
law. Two tests are laid down, the first 
definite, the second within the discre­
tion of the Commissioner.
The trust may qualify which benefits 
either 70 per cent or more of all the 
employees, or 80 per cent or more of all 
the employees who are eligible to benefit 
under the plan if 70 per cent or more of 
all employees are eligible to benefit 
under the plan. There may be excluded 
from those percentages in each case, any 
employees who have not been employed 
a minimum period prescribed by the 
plan, but the minimum period so pre­
scribed may not exceed five years; there 
may be excluded any employees who are 
customarily employed not more than 
twenty hours per week; and any em­
ployees whose customary employment 
is for not more than five months in any 
one calendar year.
It seems reasonable that if a plan 
complies with the 70 per cent rule laid 
down by the law, it is not within the 
discretion of the Commissioner to find 
that the coverage is not sufficiently 
broad and to disqualify it. In that case, 
the rule laid down by the U. S. Tax 
Court under prior laws, that when the 
entire personnel of a corporation is 
covered for a uniform percentage of 
earnings, there can be no discrimina­
tion, should still be effective.
Even when there is no attempt to 
cover all employees under the test laid 
down in section 165(a)(3)(A), the plan 
may still qualify if the Commissioner 
finds it not to be discriminatory in favor 
of employees who are officers, stock­
holders, persons whose principal duties 
consist in supervising the work of other 
employees, or highly compensated em­
ployees.
Another test as to whether a pension 
trust may qualify under the provisions 
of section 165 is that of discrimination, 
and it is probably in dealing with such 
problems that the tax consultant will 
encounter his more formidable perplexi­
ties. On the one hand, the management 
of the employer will be more intent on 
taking care of its key men; on the other 
hand, the Commissioner may hold that 
the plan, if the executives are provided 
for as the management may wish, dif­
ferentiates in its treatment of employees 
to the prejudice of the interests of those 
employees who are not officers, not 
stockholders, not in supervisory capaci­
ties, and not already highly compen­
sated— and thus the plan, being dis­
criminatory, will not qualify.
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There are evidently two kinds of 
discrimination—one manifestly contem­
plated by the law and therefore per­
missible; the other kind is fatal to the 
qualification of the trust. The regula­
tions state that the plan must benefit 
employees in general, although it need 
not provide benefits for all of the em­
ployees. The law expressly provides 
that the plan shall not be considered 
discriminatory merely because the con­
tributions or benefits of or on behalf of 
the employees under the plan bear a 
uniform relationship to the total com­
pensation, although the employer would 
certainly be contributing more to the 
highly paid employees than to those 
whose earnings are less. No sharp line 
can be drawn on the one side of which 
are the pure white pension trusts with 
no taint of discrimination, or the 
slightly lavender pension trusts with 
only expressly permitted discrimina­
tion ; and on the other side of which are 
the deep-dyed plans that discriminate 
grossly against the employees in the 
lower salary brackets, the widely ad­
vertised common man.
Again, in dealing with discrimination, 
the regulations state that the law is not 
so much concerned with the form of any 
plan as it is with the effect of that plan 
in operation.
As an example, a perfectly legitimate 
and eligible non-discriminatory plan 
might provide that every employee is 
eligible to benefit, and that each em­
ployee will contribute a fixed percentage 
of his salary to the trust fund, and that 
the employer will contribute an equal 
amount. Certainly such a plan sounds 
fair, but by setting the percentage of 
salary each employee would contribute 
at such a high rate that the employees 
in the lower salary brackets would be 
unable to participate in the plan, dis­
crimination would result.
As to whether the coverage of em­
ployees is sufficiently broad as to permit 
qualification of the trust, it is within the 
discretion of the Commissioner to de­
termine, if the 70 per cent rule laid down 
by law is not followed. The number of 
employees benefiting from the trust may 
be decidedly limited if the Commissioner 
finds that the classification set up by 
the employer is not discriminatory in 
favor of. employees who are officers, 
stockholders, persons whose duties con­
sist of supervising the work of other 
employees, or highly compensated em­
ployees.
Having determined that the coverage 
of employees is comprehensive enough 
to avoid discrimination, it remains to be 
ascertained that there will be no dis­
crimination in the benefits provided by 
the plan.
Section 165(a)(4) of the Internal 
Revenue Code simply states that con­
tributions or benefits provided under 
the plan must not discriminate in favor 
of the employees who are officers, stock­
holders, executives, etc.
Section 165(a) (5) sets out certain ex­
amples of provisions that are not to be 
considered discriminatory, namely:
(1) Because it excludes employees whose 
entire wages are covered by the 
Social Security Act, that is, em­
ployees whose entire compensation 
is less than $3,000 per year;
(2) Because it is limited to salaried or 
clerical employees;
(3) Because of a uniform relationship 
to total compensation;
(4) Because the contributions or bene­
fits based on that part of an em­
ployee’s remuneration which is ex­
cluded from wages by section 1426 
(a) (1) differs from the contribu­
tions or benefits based on employ­
ee’s remuneration not so excluded. 
In other words, a plan shall not be 
considered discriminatory because 
a benefit based on salaries of over 
$3,000 is different from the benefit 
based on salaries of less than $3,000;
or
(5) Because of any retirement benefits 
created under state or federal laws.
Rarely has there been such unanimity 




experts as their published expressions of 
the liberality and fairness of the regula­
tions dealing with pension trusts. The 
one exception to their approval has been 
Mimeograph No. 5539, holding that 
pension-trust plans are discriminatory 
where the benefits of a plan excluding 
employees whose earnings are less than 
$3,000 exceed proportionately the bene­
fits of such excluded employees under 
the Social Security Act.
This Mimeograph No. 5539, pub­
lished July 8, last, deals with integra­
tion and correlation of pension plans of 
employers with the retirement benefits 
of the Social Security Act, and appears 
to summerize the principles followed in 
three IT’s of the same date in which 
rulings are issued on three pension 
plans. Each of the three plans excluded 
from the benefits of the plans all em­
ployees earning less than $3,000 a year. 
Two of the plans were approved and 
one rejected on the grounds that it dis­
criminated against the excluded em­
ployees, in that the benefits which 
would accrue to the employees whose 
retirement benefits will be derived en­
tirely from social-security payments, 
will be less proportionately than the 
benefits the covered employees will re­
ceive from the employer’s retirement 
plans, plus their social-security benefits 
on the first $3,000 of their salaries.
It might be interesting to note here 
for the benefit of those who may not 
have already made the comparison, that 
under the first plan approved, the com­
pany had 2,000 employees, of whom 
300 were covered by the plan, and five 
of the three hundred were stockholders 
owning 20 per cent of the stock out­
standing.
The second plan, also approved, was 
submitted by a company with 1,000 
employees, of whom 100 were covered 
by the plan. Ten of these covered were 
officers of the company or employees 
who might be classed as executives.
The third plan, which failed to qual­
ify, was that of a company with a total 
of 3,000 employees, 150 of whom were 
eligible under the plan, and of that 
number three were officers owning 5 
per cent of the. corporation’s stock, and 
25 were employees whose duties were 
supervisory. The third plan set the re­
tirement benefits at 50 per cent of the 
salary received by the employee during 
the year in which he entered the plan. 
The IT ruling on this rejected plan 
points out that a $10,000 a year man at 
sixty years of age would receive 50 per 
cent of that amount as an annuity, 
whereas a man of similar age and length 
of service but excluded from the plan, 
would receive only 26.64 per cent of his 
salary in social-security benefits upon 
his retirement. Also the pension plan 
set the retirement age at sixty, whereas 
the excluded employees could not retire 
before reaching age sixty-five. Another 
factor in the failure of this third plan to 
qualify may have been that retirement 
benefits were set at a percentage of 
salary in the year in which the employee 
entered the plan, thus benefiting the 
older and more highly paid employees, 
and discriminating against the younger 
ones who would enter the plan at lower 
salaries. Any one of the three instances 
of discrimination pointed out in IT 3615 
might have disqualified the plan. On the 
other hand, it might well be that the 
Commissioner would have approved of 
the plan if one, or perhaps two of the 
discriminating features had been elim­
inated. It is barely possible that there 
are degrees of the necessary integration 
and correlation with the Social Security 
Act. In fact, Mimeograph No. 5539 
states “that a classification of em­
ployees under any pension plan which 
results in relatively or proportionately 
greater benefits for employees earning 
above any specified salary amount or 
rate than for those below such salary 
amount or rate may be found discrimina­
tory within the meaning of section 
165(a)(3)(B) unless such relative or 
proportionate differences in benefits as 
between employees resulting from such 
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classification are approximately offset 
by the retirement benefits provided by 
the Social Security Act. It is further 
provided that for this purpose the total 
Social Security Act benefit of an em­
ployee in view of the supplemental 
benefits provided by such law, may be 
considered as 150 per cent of the pri­
mary insurance benefits provided there­
by.”
If Mimeograph No. 5539 is to be ac­
cepted without questioning whether or 
not the Commissioner has exceeded his 
authority, it is definitely established 
that all pension trusts in order to be able 
to qualify under section 165, must be 
integrated and correlated with the So­
cial Security Act, at least approximately. 
Many of the commentators refer to 
Mimeograph No. 5539 as a strait 
jacket; just how tight remains to be 
seen. The Commissioner has published 
in this Mimeograph definite, but fairly 
complicated formulae for computing the 
maximum annuities, as percentages of 
pay, which may be paid under a “salary 
classification” pension plan, and maxi­
mum annuities, as a percentage of pay, 
per year of service, which may be paid 
under such a plan.
But even though the employees in 
the lower salary brackets, all of whose 
compensation is covered by the Social 
Security Act, are included in the bene­
fits of a pension plan, and the plan has 
been correlated and integrated with the 
benefits of that Act, there must still be 
some care taken to avoid the charge of 
discrimination.
As one possible instance, the regula­
tions point out that the discontinuance 
of a pension plan may be an indication 
that the plan was discriminatory from 
its inception, even though it had origi­
nally been approved by the Bureau of 
Internal Revenue, as meeting all the 
requirements. Such would be the case 
where the plan was discontinued for 
reasons other than actual business ne­
cessity, and most especially where in 
the limited life of the plan pensions for 
officers or highly paid executives, pre­
sumably older men, were fully funded 
while the annuities of the younger and 
lesser paid men were not so funded.
While the regulations assume that a 
pension plan is a permanent, rather than 
a temporary, program it is admitted 
that the employer may reserve the right 
to alter the plan, or to terminate it and 
discontinue contributions to the fund, 
but the employer is warned that aban­
donment for any other reason than busi­
ness necessity will be taken as evidence 
that the plan was not conceived and 
inaugurated in good faith, and for the 
benefit of the employees in general. 
This provision should be given espe­
cially careful consideration by any em­
ployer who has ideas of establishing a 
pension plan as a temporary affair to 
exist during the present period of high 
earnings and high taxes, and abandon­
ing it for what may be salvaged upon 
the return of normal earnings and low­
ered taxes—if and when such a period 
arrives. Moreover, he is warned that his 
past history will be examined at the 
time the plan is submitted for approval, 
for indicia as to whether he will or will 
not be able to carry out the plan as a 
permanent program.
It would seem evident from a careful 
study of the law and regulations that 
the principal ingredient of a valid pen­
sion plan is good faith. If the employer 
has a sincere desire to initiate and main­
tain a pension plan for the benefit of his 
employees in general and accept as his 
reward the satisfaction that comes from 
the fulfillment of a moral obligation, 
flavored just the least bit, perhaps, with 
some slight tax advantage, and from the 
knowledge that he has helped his co­
worker-employees, then all the pub­
lished regulations seem to promise that 
the Bureau of Internal Revenue will 
deal with him in good faith.
81
Federal Regulation of Family Settlements
By Roswell Magill, New York
Former Undersecretary of the Treasury
M
y wise old corporations profes­
sor told me some twenty-five 
 years ago that a man’s profes­
sional life could be divided, like Gaul, 
into three parts. Up to the age of thirty, 
he is getting an education and finding 
both a place to work and the kind of 
work he wants to do. From thirty to 
sixty are the years of real accomplish­
ment in his chosen field. After sixty, he 
will enjoy such distinction as he has at­
tained and, sometime thereafter, will 
pass into retirement. What he will 
achieve can be forecast with some accu­
racy when he reaches forty.
The first part of this address is built 
upon this homely, but accurate, founda­
tion. Suppose at forty an accountant, 
a doctor, or a lawyer is earning $5,000, 
$10,000, $25,000, or $50,000 a year. 
How much of an estate can he reason­
ably hope to leave to his family? The 
second part proceeds from these general 
conclusions to the particular. How will 
a thoughtful gentleman of moderate 
fortune dispose of his estate? What 
forms of disposition are sanctioned and 
what forms discouraged by the present 
federal tax laws? The third part con­
cerns policy: Are we satisfied with the 
results of the present regulation of 
family settlements by taxes? What 
major changes are worth considering?
I
Let us assume in each case that our 
professional man of forty can reasonably 
look forward to twenty more years of 
earning capacity. During each of those 
years he and his family must live and 
each year he must pay his state and 
federal income taxes. Suppose he can 
look forward to an average annual in­
come of $10,000 per year. At present 
rates, his total income taxes, federal and 
state, will be about $2,600. These are, 
of course, a preferred charge on his 
earnings; or, if you like, the govern­
ment is a joint owner of something over 
one-quarter of his income, as he earns 
it. If he can live on half his gross income, 
or $5,000 per year, he can save about 
$2,400. In twenty years that saving will 
yield him $48,000, aside from interest.1 
Since estate and inheritance taxes at 
this level are small, his beneficiaries will 
receive about this amount, less the ex­
penses of administration and debts. 
$45,000 to $50,000 is nearly the maxi­
mum estate that a man with an average 
income of $10,000 for the twenty years 
after age forty can attain by straight 
saving.
1 No interest has been assumed on the annual 
contributions. To assume interest will not 
greatly alter the results, since a good part of the 
interest, particularly in the higher brackets, 
will be absorbed by taxes.
Income taxes may come to be less 
than they are now; we surely hope so. 
Nevertheless, the probably inescapable 
expenditures of the federal government 
for interest, a military establishment, 
pensions, and social security, to men­
tion some only of the essential items, 
make a $20 billion budget for at least 
the decade after the war a reasonable 
probability. If so, taxes on individuals 
will probably be not far different from 
what they are today. We may expect 
them to be somewhat less, for everyone 
will desire that result; but certainly not 
so low as they were in the thirties, much 
less the twenties.
Finally, the assumption that a man 
earning $10,000 will spend no more than 
$5,000 is probably unwarranted for 
most men. One or two children in col­
lege would be apt to prevent his saving 
as much as $2,400 per year. Hence the 
assumptions probably err, if at all, in
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producing a larger estate than is likely 
in an average case.
Living Expenses 
Salary (Assumed)
$ 5,000........................ $ 3,500
25,000................................ 12,000
50,000................................ 15,000
The calculations for smaller and 
larger incomes produce similar results.
Taxes Accumulations
Fed. & N. Y. in 20 Years
$ 928 $ 11,440
10,508 49,540*
27,624 129,410*
* Net after applicable state (New York) and federal taxes on bequest to wife.
Several considerations are suggested 
by these computations. Perhaps the 
first is that the use of insurance is our 
professional man’s best hope of enlarg­
ing his estate. There are several reasons 
for this conclusion. Insurance will not 
only assure him the addition of com­
pound interest to his savings, but in­
terest free of income taxation to him. 
Income taxation is the principal factor 
preventing the accumulation of an es­
tate of any size. Moreover, the average 
man would be apt to take out some in­
surance before he reached forty, to get 
the benefit of lower rates. In that case, 
he would have a head-start on his sav­
ings program. He might save similar 
amounts in other ways, but the element 
of compulsion in an insurance premium 
aids in the regular saving of the com­
paratively small instalments. Even with 
the estate-tax exemption of insurance 
proceeds eliminated, there is, then, a 
powerful incentive toward the use of 
insurance to build up an estate.
The building up of large estates 
promises to be a rarity, so long as in­
come taxes and estate taxes retain their 
present rates. To provide a net estate 
of $1,000,000 after estate taxes and 
income taxes would require an annual 
income of $1,075,000 per year for twenty 
years, even if the recipient were willing 
to live on $26,500 per year. The reason 
is that the Treasury (and the state) 
would take in income taxes over 90 per 
cent of the annual income, or a total of 
some $19,440,000 in the twenty years. 
The estate tax of $530,000 seems rela­
tively mild by contrast. The large estate 
of the next decade or two will be, it 
seems, either an “old” estate, accumu­
lated when income taxes were less se­
vere ; or an estate invested in some form 
of property that has notably appreciated 
in value, without having been brought 
into income taxation by sale.
We will confront an era after the war 
when venture capital again may be 
greatly in demand. We will have many 
new inventions to exploit, like plastics, 
light metals, helicopters; and many new 
territories, at home and abroad, wishing 
for better goods for a higher standard of 
living than has been enjoyed. Corpora­
tions will need new money for a variety 
of purposes. Where are the funds to 
come from? The new investments will 
apparently come in comparatively small 
amounts from persons of moderate 
means; from insurance companies or 
banks, which are the savings media of a 
host of citizens; or from government. 
These sources can provide capital; will 
they be willing to provide risk capital? 
Will one of the indirect and unintended 
results of our present tax structure be a 
static era, since the available capital 
will prefer safety and a 2^ per cent 
return to risk with its accompaniments 
of possibly greater profits and possibly 
serious losses?
II
Seven years ago before the New York 
State Society of Certified Public Ac­
countants, I spoke of the incentives pro­
vided by the gift and estate taxes to 
particular forms of property disposi­
tion.2 Much has happened since 1936, 
perhaps more than in any similar period
2 “Federal Regulation of Family Settle­
ments” (1937), 63 Journal of Accountancy 40; 
expanded and revised in The Impact of Federal 
Taxes, Magill, ch. III.
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in our recent fiscal history. Neverthe­
less, the basic propositions then appar­
ent still largely hold true—
(1) The sanctions of estate and gift­
tax laws operate relatively slightly 
in the cases of estates of $100,000 
and less, for the taxes on estates 
of that size are still small.
(2) Inter vivos gifts are still notably en­
couraged as against transfers’ at 
death.
(3) The estate-tax laws encourage dis­
positions of property which save 
the tax on one generation—gifts in 
trusts, or gifts subject to powers to 
appoint.
(1) The federal estate-tax exemption 
is now $60,000.3 The state exemptions 
vary in amount, but are generally smaller 
than the federal. Since the rates are low, 
however, the actual amount of the tax 
is moderate until the estate exceeds 
$100,000. Consequently, the regulatory 
effect of the tax laws is not operative in 
the cases of moderate-sized estates.
5 Sec. 1003(b) (3), IRC.
6 Cf. the parenthetical clauses in paragraphs 
(2) and (3) of Sec. 1003(b).
If the interest of a beneficiary of a trust com­
mences in possession or enjoyment immediately 
(e.g., a present income beneficiary), the donor 
to the trust is entitled to a $3,000 exclusion, 
applicable with respect to each such benefi­
ciary. On the other hand, if possession or enjoy­
ment is deferred until after a stated period, the 
interest is a “future interest” within the stat­
ute, and no exclusion is allowable. See Reg. 108, 
Sec. 86.11; Helvering v. Hutchings, 312 U. S. 
393 (1941); United States v. Pelzer, 312 U. S. 
399 (1941); Ryerson v. United States, 312 U. S. 
405 (1941).
7 Sec. 1004(a) (1), IRC.
If it be true that estates in the next 
twenty-five years will be predominantly 
moderate in size, and the number of 
large estates will considerably decline, 
the yield of the estate and gift taxes, 
now running about $450 million per 
year,4 may be expected to fall. This 
result might produce a demand for 
lowered estate-tax exemptions to re­
store the yield. The Secretary of the 
Treasury has recently advocated that 
the estate tax and gift tax be amended 
so as to produce more revenue. If 
changes of this character were made, 
the incentives for and against particular 
forms of property disposition would be­
come more generally operative, since 
they would apply to estates now ex­
empt. Moreover, notwithstanding the
3 Sec. 935(c), IRC. The $60,000 exemption is 
in effect for computing the so-called additional 
estate tax. A $100,000 exemption is effective 
for computing the basic estate tax (Sec. 812(a), 
IRC), but the computation of this tax is made 
only to arrive at the amount of the credit for 
state death taxes.
4The latest Treasury proposals would con­
siderably increase, perhaps double, the yield. 
evident difficulty of building up a con­
siderable estate during the next decade, 
there are numerous good-sized personal 
estates, already accumulated, which 
will necessarily be transferred during 
this period.
 (2) The gift-tax exclusion has been 
gradually whittled down, but still stands 
at $3,000 per person per year.6 Since 
the 1942 amendment, the exclusion is 
applicable to gifts in trust as well as to 
outright gifts, though not to gifts of 
future interests in property.6 The gen­
eral over-all lifetime exemption now 
stands at $30,000.7 These exemptions 
provide substantial reasons for gifts 
(as distinguished from bequests), and 
for regular annual gifts. Obviously, 
considerable amounts can be donated 
tax-free, either outright or in trust, by a 
series of gifts through the years. Since 
the annual exclusion cannot be accumu­
lated, the man of property is encouraged 
to make good use of it every year. The 
restoration of the allowance of the ex­
clusion to gifts in trust is a further en­
couragement of the use of that legal 
device, already fostered by the estate­
tax law.
Gifts during life are also encouraged 
by the existence of separate exemptions 
and by the lower rates of the gift tax as 
compared to the estate tax. The rates 
are numerically three-fourths of the 
estate-tax rates, but the effective rates 
are lower than that. The gift tax applies 
to the net gift exclusive of the sum used 
to pay the tax. The estate tax applies to 
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the net estate, which includes the amount 
that will be used to pay the tax. Hence, 
in the case of large gifts, the gift tax 
really ranges from two-thirds to less 
than half the estate tax, stated on a 
comparable basis.8 Moreover, the trans­
fer of some property by gift during life 
will enable the donor to make use of the 
exemptions and lower tax brackets of 
both taxes, not merely of one. It is pos­
sible to compute the minimum com­
bined gift and estate taxes for estates of 
various sizes.9
10 In which case part or all of the value of the 
property may be deductible from the wife’s 
gross estate. Sec. 812(c), IRC.
11 These vary in different states. The most 
common rule is that the final vesting of the 
property must not be postponed beyond lives 
in being plus twenty-one years. The New York 
rule is that the postponement must not extend 
beyond two lives and sometimes a minority.
12 See Helvering v. Clifford, 309 U. S. 331 
(1940); Magill, The Impact of Federal Taxes, 
p. 58; Montgomery.
13 See Treas. Reg. 108, Sec. 86.3.
These factors tend to encourage the 
break-up and distribution among sev­
eral persons of large accumulations of 
property. Curiously enough, our federal 
death taxes have not been similarly 
designed, though most of the state taxes 
have been. The estate tax is the same in 
amount, whether the estate is widely 
distributed or bequeathed to a single 
beneficiary. Perhaps some day a federal 
inheritance tax will be adopted as a 
substitute for the estate tax, to reflect a 
consistent philosophy.
A note of caution, though it is an ob­
vious one, must be inserted at this 
point. If property is to be cleaned out of 
the donor’s estate, it must be given 
away completely, free from any reserva­
tions of income or powers to revoke or 
alter or amend. Particularly in cases of 
moderate estates, the donor must con­
sider carefully whether any tax gain 
which he may realize from a disposition 
of his property will outweigh the dis­
advantages of loss of control and the 
cost and perhaps complexity of the 
proposed arrangements. As heretofore 
stated, the tax sanctions have little real 
effect at present in the case of estates of 
$100,000 and less. In the case of the 
small estate, there is no point in elabo­
rate forms of disposition.
(3) Were property always given or 
bequeathed outright by the decedent to 
the beneficiary, the federal government
8 Montgomery, Federal Taxes on Estates, 
Trusts and Gifts, p. 684.
* Op. cit. (footnote 8), p. 686. 
would certainly collect one transfer tax 
(gift or estate) in each generation; and 
it might do better than that. Were there 
no transfer taxes to consider, some men 
would give or bequeath substantial 
properties to their wives, who, in turn, 
would distribute them as part of their 
estates among the children. Transfer 
taxes, however, are a potent force in 
favor of transfers in trust rather than 
outright gifts. The husband will not be 
apt to give or bequeath a large estate 
to his wife outright, for, unless she dies 
within five years,10 the total estate will 
be further reduced by a second tax on 
the transfer from the wife. Rather, the 
husband is apt to put the property in 
trust, to pay the income to his wife 
during her life, with remainders to other 
designated persons, such as children; for 
under this form of disposition there will 
be no transfer tax at her death. A more 
thoughtful man of property will per­
ceive that this idea can be extended for 
another generation or so. Subject to 
local rules against perpetuities,11 he can 
tie up the property in trust during the 
lives of living children and even grand­
children, thus postponing further trans­
fer taxes for a long time to come.
Short-term trusts—and no one knows 
yet the length of the term that consti­
tutes a short-term trust12—are effec­
tively outlawed by the present law. 
Their income remains taxable to the 
grantor though he does not receive it 
and, so far as decisions stand at pres­
ent, their creation is a taxable gift.13 By 
this means, also, the tax laws encourage 
the settlement of property for lives 
rather than its outright gift or the gift
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of its income for years. Likewise, gifts 
in trust to minors by parents are dis­
couraged, since the income is certainly 
taxable to the settlor so far as required 
for support, and perhaps in its en­
tirety.14 15Apparently a gift tax is also 
payable.15 Needless to say, in times of 
stiff surtaxes, a settlor cannot afford 
to be taxed on income which he does not 
receive, and cannot possibly use to pay 
the tax.
14 See Helvering v. Stuart, U. S. (1942); Treas.
Reg. 103, Sec. 19.167-1.
15 See the Regulations cited in footnote 13.
16 Section 811(f) requires the inclusion in the 
gross estate of property with respect to which 
the decedent had at death a power of appoint­
ment, other than a power limited to the spouses 
of the donor or donee of the power, descendants 
(other than the donee) of the donor or his 
spouse, spouses of such descendants, or the 
exempt institutions described in section 812(d) 
and 861(a)(3) of the law. Since in our case the 
wife can only appoint to descendants of the 
donor of the power, the property does not fall 
within her gross estate.
17 If the widow has a power to draw on corpus, 
the value of that power is apparently taxable 
in her estate. See Sec. 811(f) and Bankers Trust 
Co. v. Higgins, 136 F. (2d) 477 (C.C.A. 2d, 
1943).
But a decedent may not feel much 
assurance of the stability and judgment 
of his grandchildren, or even of his chil­
dren. Moreover, he may feel that his 
chief obligation is to provide for his 
widow after his death, and that his 
healthy children or grandchildren can, 
if need be, take care of themselves. In 
such a case, an available device is the 
power of appointment, and this also is 
sanctioned by the estate-tax law. The 
husband may, for example, make his 
wife life beneficiary of a trust; and pro­
vide that, upon her death, the corpus is 
to be disposed of among children or 
grandchildren as she shall -designate. 
The transfer of the property by the 
husband by gift or bequest will be tax­
able, but his wife’s estate does not in­
clude the property subject to the limited 
power.16 The law discourages general 
powers of appointment—to appoint 
to anyone—but encourages powers to 
appoint to a special statutory class, 
consisting of exempt institutions; the 
spouse or descendants of the donor or 
donee of the power, or descendants of 
their spouses. The exercise or non­
exercise of such a power does not render 
the property taxable in the donee’s es­
tate.
It may be desirable to add powers of 
invasion to powers of appointment, 
since combinations of the two devices 
can be set up to advantage under the 
estate-tax law. The husband may, for 
example, make his wife life beneficiary 
of the trust; give the trustees power to 
invade principal on her behalf to some 
total stated extent or to limited annual 
amounts; and provide that, upon her 
death, the corpus is to be disposed of 
among children or grandchildren as she 
shall designate. The transfer of the 
property by the husband by gift or be­
quest will be taxable. The power of in­
vasion in independent trustees in favor 
of the wife will not be taxable. Neither 
will the power of appointment.
On the other hand, the husband may 
wish to give the wife the absolute power 
to invade principal to some stated ex­
tent, rather than leaving it to the dis­
cretion of the trustees. This arrange­
ment is less advantageous, since in such 
case the value of her power to draw 
principal at the time of her death will be 
included in her estate.17 If she has an­
nual non-cumulative rights, probably 
only the value of her right for the year 
of her death will be included in her es­
tate, but for each year in which she does 
not exercise her right, such non-exercise 
will probably be regarded as a gift of a 
future interest to some extent to the 
remaindermen.
All this points to an era of settled 
property in this country, a result ap­
parently obtaining already in England. 
Trust funds are normally invested in 
the safest securities. They are not ordi­
narily available at all for risky enter­
prises. So here again the question arises: 
Where is risk capital to come from? The 
present income and estate-tax laws do 
not give an earner much opportunity to 
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build up an estate, and they encourage 
him to defer its ultimate disposition by 
the use of trusts and powers, which, in 
turn, necessitate, or at least encourage, 
its investment in bonds. When this 
scheme of things really becomes notice­
ably effective, we probably will seek 
means to circumvent it. Will we adopt 
provisions in the income tax to enable 
men to save and invest more while they 
live? Will we increase estate-tax ex­
emptions? Or do we want government 
to finance, manage, and take the losses 
from new or risky enterprises?
Another means of discouraging trusts 
would be to tax in some fashion the pas­
sage of possession and enjoyment from 
the life beneficiary to the remainder­
man. It is hard to see that the cessation 
of the life beneficiary’s interest consti­
tutes the transfer of an asset out of his 
estate to the remainderman. The situa­
tion has a slight resemblance to the non­
exercise of a special or limited power of 
appointment, but that is not subject to 
estate taxation to the donee.18 A succes­
sion tax could, of course, be imposed on 
the remainderman; but the federal es­
tate tax is a tax on the transfer by the 
decedent, not on the receipt by the 
beneficiary. Nevertheless, if public opin­
ion regards the creation of trusts and 
the operation of the dead hand as be­
coming unhealthy, this type of tax 
might ensue. It would be a final and un­
fortunate blow to that useful creation of 
English equity, the trust, which has al­
ready suffered severely at the hands of 
the income tax and estate tax.
18 See footnote 16.
19 Consider Helvering v. Clifford (supra, foot­
note 12), and any of the short-term, family 
trust cases.
20 See Magill, op. cit., footnote 12, pp. 98, 
110.
21 Estate of Sanford v. Commissioner, 308 
U. S. 39 (1939).
22Warren, “Correlation of Gift and Estate 
Taxes,” (1941) 55 Harvard Law Review 1; Gris­
wold, “A Plan for the Coordination of Income, 
Gift and Estate Tax Provisions” (1942), 56 
Harvard Law Review 337.
23 Sec. 813, IRC,
III
The income, gift, and estate taxes 
have never really been correlated, and 
confusion and litigation are the result. 
A man may have made a taxable gift of 
property, the income of which is still 
taxable to him as his own.19 He may also 
have made a taxable gift, and still be 
subject to the estate tax,20 though Mr. 
Chief Justice Stone certainly disap­
proved of this result.21 The income-tax 
and estate-tax laws are highly specific 
and complicated; the gift-tax provi­
sions are broad and unexplicit. Hence 
overlapping is sure to occur, and prac­
tice shows that it does.
The remedy is to revamp all three 
laws to make them consistent in phi­
losophy with each other; and to elimi­
nate duplicate impositions of the gift 
and income or gift and estate taxes.22 
This would not be an impossible job at 
all, and it would end much futile con­
troversy and inequitable double pay­
ments. The work can be accomplished 
whenever the Treasury will pause for a 
few moments from piling Ossa on Pelion 
to straighten out this aspect of a need­
lessly complicated structure.
A second task long recognized, but 
never really undertaken, is the coordi­
nation of the gift and estate taxes into a 
single tax on transfers. At present, many 
kinds of transfers, such as joint ten­
ancies, tenancies by the entirety, and 
transfers deemed to have been made in 
contemplation of death, are subject to 
both taxes. To be sure, the estate tax 
contains a credit for gift taxes,23 which 
since 1942 is reasonably adequate; but 
since estate-tax rates are decidedly higher 
than gift-tax rates, there is usually an 
argument as to whether the estate tax 
really applies. This task of coördina­
tion would not be simple or easy. What 
is to be done about gifts heretofore 
made—are they to be taken into ac­
count in computing the new transfer 
tax? Pretty clearly they should not be, 
except perhaps in the case of gifts 
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clearly in contemplation of death. What 
about such gifts as those by a father to 
his eighteen or twenty-one-year-old 
daughter, to take care of college ex­
penses? Doubtless a specific exemption 
or an annual exemption like the present 
should be provided. That the transfer 
tax structure could not be simplified 
and strengthened by coordination, how­
ever, is hard to believe. The task must 
be done by men experienced not only in 
Treasury administration, but in the 
divers kinds of transfers that a lawyer 
or trust officer sees regularly in practice. 
Moreover, these men must be equipped 
with a burning desire—which few have 
—really to make the law both intelligi­
ble and fair.
My last policy suggestion also stems 
from earlier comments. One tax per 
generation is enough: transfers between 
husband and wife should not be taxable. 
A husband should not be compelled to 
speculate upon economic conditions 
during his widow’s life, upon her need 
for income or capital, nor upon the 
sagacity of his young children. Of course, 
a husband may prefer to set up trusts, 
and, if so, well and good. If, however, 
he prefers to give his wife complete 
power to deal with the property they 
accumulated together, he should be able 
to do so, without incurring the present 
penalty of a possible second estate tax 
on her estate. A variation of this theme 
would be a universal adoption of com­
munity property; and a recognition that 
the wife’s share thereof is fully her own.24
24 Cf. the treatment of community interests 
adopted by the 1942 Act: Sec. 811(e)(2), IRC.
Many of the tax sanctions considered 
here are income tax, hot estate or gift­
tax results. Income taxes are apt to re­
main high for years. We shall certainly 
need to review more carefully than we 
have whether each of the social and 
economic incentives the tax laws pro­
vide is really desirable in the long run. 
Should we banish trusts for minors or 
revocable trusts by making them too 
expensive? Can we secure the human 
activity we want in the postwar period, 
if men are not allowed to accumulate 
much beyond living expenses? Cer­
tainly the country and its great produc­
tive plants were developed under a differ­
ent system. We live in an age which is 
testing many of our economic ideas by 
straining them to the breaking point. 
We accountants and lawyers can best 
serve our clients and our country not 
only by developing our technical skill 
to the utmost, but by observing and re­
porting the results on business and fam­
ily transactions of the laws we aid in ad­
ministering. Only thus can we develop 
the experience and the understanding 
which is the first essential for the formu­
lation of a fair and equitable tax struc­
ture.
Carry-back and Carry-forward of Net 
Operating Losses
By Maurice Austin, New York
Member, Committee on Federal Taxation, American Institute of Accountants
T
he present provisions for de­
duction of net operating losses in 
computing taxable income repre­
sent the third phase in the treatment of 
this subject. The original 1919 version, 
permitting a one-year carry-back and
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carry-forward of a 1919 loss from busi­
ness operations or sale of war facilities, 
and coupled with a provision for setting 
back to 1918 certain inventory losses 
sustained in 1919, was directed pri­
marily toward mitigation of the effect of
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expected postwar losses. The second 
phase, embodied in the 1921 Act, re­
mained essentially unchanged until 1942, 
except for an interim period from 1933 
through 1939, during which the deduc­
tion, sound and equitable though it was, 
was deleted from the Revenue Acts as a 
sacrifice to national fiscal needs. In this 
phase, in which a two-year net loss 
carry-forward was allowed, the legisla­
tive purpose was principally concerned 
with the leveling out of annual business 
profits and losses, so that subject to the 
limitations of the two-year provision, 
the total income taxed over a period of 
years should not exceed the actual in­
come. In this form, the allowance of the 
deduction was essentially a recognition 
of the common, normal vicissitudes of 
business prosperity, and of the fact that 
losses sustained in one year are fre­
quently the foundation for profits in 
later years.
The deduction in its present and third 
form, enacted in 1942, combines both 
objectives. It continues the two-year 
carry-forward designed primarily for 
business ups and downs of normal times, 
and adds a two-year net loss carry-back, 
which is intended to provide for losses 
arising out of cessation of war produc­
tion, consequent economic dislocations, 
and conversion to peacetime economy. 
This enactment of the carry-back provi­
sion coupled with the provision for 
carry-back of unused excess-profits cred­
its is a recognition of the fact that war­
time profits contain their own seeds of 
postwar losses and that wartime tax 
rates, running this time as high as 90 
per cent are bound to become destruc­
tive of the national economy if applied 
to swollen inflationary profits without 
taking account of the inevitably result­
ing losses and subnormal profits of post­
war years.
The carry-back provisions were also 
intended to perform, at least in part, 
the function of postwar reserves. It is, of 
course, impossible to foretell the extent 
to which the carry-backs, coupled with 
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the postwar refund of excess-profits 
tax, will provide adequate postwar re­
serves. However, there is great merit in 
the view that, in general, that method is 
superior to present tax-deduction allow­
ances for postwar contingencies of in­
determinable amount, which are open 
to obvious abuse; and that, if the carry­
back method should prove inadequate 
to deal with the actual postwar costs as 
they materialize and become known, the 
situation can be dealt with then by 
enactment of special forms of carry­
backs, perhaps going back more than 
two years, and perhaps dealing with 
specific postwar expenditures as dis­
tinguished from over-all losses or un­
used excess-profits credits. A major ob­
jection to the carry-back method—that 
of delay in obtaining refunds—would be 
dissipated to a considerable extent by 
the adoption of Randolph E. Paul’s 
suggestion to permit taxpayers to defer 
their tax payments in anticipation of 
expected carry-backs.
It should also be observed that pro­
vision for carry-back of losses might 
well find a permanent place in our post­
war tax system, as a further approach 
to the desirable objective of not taxing 
more than the taxpayer’s true net in­
come over a period of years, after tak­
ing into account all of his losses.
Turning now to the technical phases 
of the subject:
Analysis of the technical features of 
the net operating loss deduction in­
volves, among other things, considera­
tion of the carry-back and carry-over 
process and its variations under special 
conditions, the applicability of the de­
duction to different • classifications of 
taxpayers and in the computations of 
various types of taxes and, finally, the 
factors involved in the computation of 
the amount of the deduction under 
varying conditions.
The Carry-back and Carry­
forward Process
A net operating loss sustained in a 
Taxation
taxable year commencing in 1939, 1940, 
or 1941, is carried forward and applied, 
in chronological order; until absorbed, 
against the income of the two succeed­
ing years. A net operating loss sustained 
in a taxable year commencing after 1941 
is carried back to the two preceding 
years (but not to a year commencing 
prior to 1941) and if not absorbed by 
the income of these years, the unab­
sorbed balance is carried forward to the 
two succeeding years. In other words, 
the loss is applied until absorbed, in 
strict chronological order, to the income 
of the two preceding and the two suc­
ceeding years with the limitation, al­
ready noted, that the loss may not be 
carried back earlier than 1941. If net 
operating losses are sustained in two or 
more taxable years, the losses are ap­
plied in chronological order, the earliest 
occurring loss being first fully applied 
and absorbed to the maximum extent 
through the carry-back and carry-for­
ward process, before applying the next 
succeeding loss, and similarly with each 
successive loss. The statutory formula 
for application of Josses in chronological 
order assures maximum absorption of 
losses. The chronological order of appli­
cation of each loss, and of successive 
losses, above set forth, is mandatory and 
not optional.
The following are the more important 
variations or special features relating 
to the carry-back and carry-forward 
process:
(1) Short Taxable Years. A taxable 
year of less than twelve months is 
treated for this purpose just as if it were 
a full-fledged taxable year. Interven­
tion of such a short period frequently 
results in loss of part of the deduction. 
Thus, if a calendar-year corporation was 
incorporated on December 1, 1941, com­
menced actual operations in, and had a 
profit of $30,000 for, 1942, had a loss of 
$75,000 in 1943, and at the end of 1943 
changed its taxable year to a fiscal 
period ending January 31st, so that it 
filed a short transition-period return for 
the month ending January 31, 1944, 
. showing a profit for that month of $2,- 
000 and a profit for the next twelve 
months of $20,000, the practical effect 
would be to limit the application of the 
1943 net loss to the profits for 1942, and 
the thirteen months commencing Janu­
ary 1, 1944, thus leaving $23,000 of the 
1943 loss unavailable as a deduction. 
This is so because the short taxable year 
consisting of the month of December, 
1941, would be the second preceding 
taxable year, the calendar year 1942 
would be the first preceding taxable 
year, the short taxable year consisting 
of the month of January, 1944, would 
be the first succeeding taxable year and 
the twelve months ending January 31, 
1945, would be the second succeeding 
taxable year and hence the last period 
to which the 1943 loss could be carried 
forward.
An interesting situation occurs when 
a corporation, filing a return for a short 
period, elects, instead of annualizing its 
income, to measure its tax for the short 
period by a computation based upon the 
actual income for the twelve months 
commencing with the beginning of the 
short period. Such twelve-month pe­
riod, of course, includes part of the 
taxable year immediately following the 
short period; and if, in such imme­
diately following taxable year, there 
should be a net operating loss carry­
back from a still later year, question 
arises as to the proper application of 
this carry-back in determining the in­
come for the twelve-month test period 
as the basis for computing the tax lia­
bility for the short year. It would ap­
pear that probably the correct treat­
ment is to allocate a proportionate part 
of the net operating loss deduction for 
the immediately following taxable year 
to the portion of such taxable year 
which falls within the twelve-month 
test period.
(2) Change in Legal Entity. A net loss 
is allowed as a deduction only to the 
legal entity which sustained the loss; 
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and the losses of a losing corporation 
can be applied only against profits 
theretofore or thereafter realized by the 
same corporation. This principle has a 
material bearing upon attempts at tax 
avoidance through the acquisition of 
corporations with prior-year losses, 
since such losses are available as deduc­
tions only against profits of the corpora­
tion which sustained the loss. On the 
same ground, a successor corporation 
may not carry forward against its prof­
its losses sustained by a predecessor 
even in a tax-free reorganization, nor in 
such case may losses of the successor be 
carried back against profits of the prede­
cessor. This was so held by the United 
States Supreme Court in a case1 in­
volving a reincorporation of a company 
under the laws of the same state with 
the same stockholders, management, 
assets, corporate powers, business, and 
personnel; and the principle is, of course, 
even more clearly applicable where 
greater differences in corporate identity 
exist. The same principle is also appli­
cable where a partnership incorporates 
or a corporation liquidates and its busi­
ness is thereafter carried on by a pro­
prietorship or partnership. The un­
availability of loss carry-forwards or 
carry-backs in such cases is one of the 
important factors in the consideration 
of any proposed change in legal entity 
or form of business organization.
1 New Colonial Ice Co., Inc. v Helvering, 292 
U.S. 435 (1934).
(3) Consolidated Corporation Returns. 
Under the ideal condition in which the 
membership of an affiliated group of 
corporations remains unchanged for all 
years involved—i.e., the loss year and 
all carry-back and carry-forward years 
—and consolidated income and excess- 
profits-tax returns are filed for all such 
years, the treatment of a consolidated 
net operating loss is the same as for 
separate corporations, the affiliated 
group being treated, in effect, as a 
single corporation. Where this ideal 
condition does not exist, the treatment 
may vary according to whether the 
year in which the loss, consolidated or 
separate, occurred, began before 1942 
or after 1941. Under either of these main 
divisions, the possibilities include 
changes in membership of the group, 
commencement or cessation of consoli­
dated-return filing, and filing for 1940 
or 1941 of consolidated excess-profits- 
tax returns without consolidated in­
come-tax returns.
(A) Loss year beginning prior to 1942.
Generally, and with but one excep­
tion, hereinafter noted, pre-1942 losses 
of a corporation included in a consoli­
dated return become, in effect, the prop­
erty of the common parent corporation. 
A consolidated net loss sustained in a 
year beginning prior to 1942 is de­
ductible in full in subsequent consoli­
dated returns, even though subsidiary 
corporations which have contributed in 
whole or in part to the consolidated loss 
leave the group and file separate re­
turns. If the affiliated group is termi­
nated before the end of the two-year 
absorption period, the unabsorbed loss 
is available as a deduction to the com­
mon parent corporation, either in a 
separate return or in the consolidated 
return of another affiliated group of 
which the common parent may become 
a member; and no part of such loss may 
be deducted after termination of affilia­
tion in the separate return of a subsid­
iary, even though such subsidiary was 
responsible for the entire consolidated 
loss. A loss sustained by a member of 
the group in a separate return prior to 
the consolidated return period is de­
ductible in the consolidated return, but 
is limited in amount to the income of 
that corporation included in the con­
solidated net income, except to the ex­
tent that the loss is attributable to 1941 
war losses deductible under section 127 
of the Internal Revenue Code, as to 
which there is no such limitation. This 
rule is consistent with the principle, 
already mentioned, which limits the loss 
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deduction to income of the company 
which sustained the loss. The language 
of the applicable regulations apparently 
includes a pre-consolidated return loss 
of the common parent in this limita­
tion; but it may be doubted whether 
that result was intended, since, if the 
parent had merged the subsidiaries into 
itself, the parent’s pre-merger losses 
could have been deducted in full against 
the combined post-merger profits, and 
there is no apparent reason for a differ­
ence in treatment as between mergers 
and consolidated returns. If the loss 
corporation remains a member of the 
affiliated group for only one year, or if 
separate returns are thereafter filed, 
the unabsorbed balance, if any, of the 
loss sustained prior to the consolidated 
return period, is:
(a) deductible by the corporation which 
sustained the loss, if the consoli­
dated return period began after 
1941.
(b) deductible by the common parent 
corporation, to the extent it could 
otherwise have been used by the 
loss corporation, if the consolidated 
return period began prior to 1942.
(B) Loss year beginning after 1941.
Losses for years beginning after 1941 
follow the corporations which sustained 
them. Thus a consolidated net loss can 
be used in consolidated returns for other 
years only to the extent that the loss is 
not attributable to corporations filing 
separate returns 2 for such other years; 
and to the extent that the loss is thus 
attributable, it may be deducted by 
such corporations in their separate re­
turns.2 For example, a 1942 consoli­
dated net loss would be carried back to 
1941, and if a consolidated return was 
not filed for that year, would be de­
ductible in the separate returns of the 
corporations which sustained the losses, 
in proportion thereto. The unabsorbed 
balances of the several portions of the 
2 Or included in the consolidated return of an­
other affiliated group.
3 Or included in the consolidated return of an­
other affiliated group.
loss would be carried forward into the 
1943 consolidated return, except to the 
extent that such unabsorbed losses were 
attributable to corporations filing sepa­
rate returns 3 for 1943, in which event 
such losses thus attributable would be 
deductible in such separate returns. A 
loss sustained in a separate return, 
before or after the consolidated-return 
period, may be carried back or carried 
forward, as the case may be, into con­
solidated returns in which the loss cor­
poration is included, limited in amount, 
however, as in the case of a pre-1942 
loss, to the income of the loss corpora­
tion included in -the consolidated net 
income. Any unabsorbed balance of 
such a loss may be carried forward into 
a subsequent separate return of the loss 
corporation, should it leave the group 
or consolidated returns cease to be filed.
Where consolidated excess-profits-tax 
returns, but separate income-tax re­
turns, have been filed for 1940 and for 
1941, wide variances are likely to occur 
between the amounts of the net-operat­
ing-loss deduction for the purposes of 
the two tax computations. Thus, for 
example, if 1940 and 1941 losses have 
been absorbed in whole or in part by 
the income of other corporations in the 
consolidated excess-profits-tax returns 
for such years, such losses, while no 
longer available for excess-profits-tax 
purposes, are nevertheless still available 
as net-operating-loss deductions in 1942 
for income-tax purposes. Other differ­
ences in the amount of the deduction for 
the purpose of these two taxes appear 
hereinafter.
(4) Joint Returns of Husband and 
Wife. If joint returns are filed for all 
years involved, the loss year and all 
carry-back and carry-forward years, the 
loss is computed and applied in the same 
manner as if but a single taxpayer were 
involved. The complex provisions of the 
regulations governing the carry-back 
and carry-forward process where this 
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ideal situation is not presented, may be 
reduced to the following general prin­
ciples :
(a) Net operating losses sustained in 
periods for which separate returns 
are filed are deductible in earlier or 
later joint returns without being 
limited to the income in the joint­
return year of the spouse who sus­
tained the loss—i.e., it is immaterial 
to the deductibility of the loss 
which spouse sustained the loss, and 
a loss sustained by one spouse may 
be used in a joint return as a net- 
operating-loss deduction against the 
income of the other.
(b) Apparently the principle set forth 
in (a) applies to losses sustained 
prior to marriage or after its disso­
lution.
(c) A net operating loss sustained in a 
joint-return year (computed on the 
basis of the combined income and 
deductions) is available in earlier or 
later separate returns to the spouse 
whose deductions and income gave 
rise to the loss; and if both contrib­
uted to the net operating loss, then 
in proportion to such contribution.
(d) Where both spouses sustained net 
operating losses, the amount there­
of absorbed in an intervening year 
is determined by applying each 
spouse’s losses against the income 
of that spouse before applying it 
against the income of the other 
spouse; and by following strictly 
the principle of fully applying each 
year’s loss, through carry-back and 
carry-forward, before applying the 
loss of a later year. The last part of 
this rule has particular application 
to cases where the two spouses have 
had different taxable years.
Applicability to Various Tax­
payers and Taxes
Partnerships as such are not per­
mitted a net-operating-loss deduction, 
such deduction being available only to 
the partners in their individual returns, 
if such returns show net operating losses 
after taking into account their distribu­
tive shares of partnership losses to­
gether with other income and deduc­
tions. The net-operating-loss deduction 
is available to trusts and estates; the 
extent to which the tax liability of the 
beneficiaries is affected depends upon 
the extent to which, under the will or 
trust instrument, the beneficiaries’ 
rights to income distributions are af­
fected by such losses.
Corporations subject to surtax under 
section 102 for improperly accumulat­
ing earnings, or to personal holding 
company surtax, are not permitted the 
net-operating-loss deduction in com­
puting the income subject to these taxes 
(though, nevertheless, still permitted 
the deduction for the purpose of com­
puting income subject to normal tax, 
surtax, excess-profits-tax and declared- 
value excess-profits-tax). Instead, such 
corporations are allowed, in computing 
the undistributed income on which 
these surtaxes are imposed, a net op­
erating loss credit, consisting of a one- 
year-loss carry-forward, computed 
somewhat differently than the loss for 
the purpose of the net-operating-loss 
deduction. (Internal Revenue Code, 
Sec. 26(c).) Thus, such corporations are 
permitted a net-operating-loss deduction 
(two-year carry-back and carry-for­
ward) for the purpose of normal tax, 
surtax, excess-profits tax, and/or de­
clared-value excess-profits tax, but for 
the purpose of the section 102 and per­
sonal holding company surtaxes are al­
lowed only the net operating loss credit 
(one-year carry-forward).
Computation of Amount of 
Deduction
The foregoing discussion of the carry­
back and carry-forward process has as­
sumed the existence of loss and income 
figures already determined for this pur­
pose. These figures, it may now. be 
noted, are not necessarily the same as 
the “red” and “black” figures ordi­
narily arrived at by comparing taxable 
gross income and allowable deductions, 
but are the result of applying to the 
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latter certain adjustments. The purpose 
and operation of these adjustments may 
be considered in three aspects:
(1) The amount of the loss for the loss 
year to be carried back or forward 
is not the “red” figure appearing 
upon the return for that year, but 
is recomputed to arrive more nearly 
at the true business loss, by includ­
ing tax-exempt interest, by substi­
tuting cost depletion for discovery­
value or percentage depletion, by 
allowing non-business deductions 
of an individual only to the extent 
of non-business income, by includ­
ing capital gains and losses of an 
individual in full, undiminished by 
percentages based on length of 
ownership, and, on that basis, al­
lowing capital losses to be de­
ducted only to the extent of capital 
gains.  In making the adjustment 
on account of non-business deduc­
tions of an individual, capital gains 
and losses are likewise segregated 
as between business items and non- 
business items, and non-business 
capital losses are allowed only to the 
extent of non-business capital gains; 
on the other hand, if the business 
capital losses exceed the business 
capital gains, such excess losses may 
be permitted to offset non-business 
capital gains—in which case the 
amount thus offset is removed from 
the non-business income category 
for the purpose of determining 
whether and to what extent non- 
business deductions exceed non- 
business income.
4
(2) In determining how much of the 
loss has been absorbed in interven­
ing income years, such loss is 
deemed to have been absorbed not 
only by the taxable income of the 
intervening year, but also by in­
come which has been relieved from 
taxation either by outright exemp­
tion or by the allowance of special 
deductions. Thus: in determining 
the amount of the loss which has 
been absorbed in the intervening 
year, the taxable net income for 
4 For years commfencing prior to 1942, long-term 
losses are limited to long-term gains and short­
term losses to short-term gains.
5 Without reduction by credit for foreign income 
taxes or adjustment for inconsistencies within the 
purview of IRC Sec. 734.
such year is adjusted on account of 
the exempt interest, depletion, and 
capital gain and loss items already 
referred to in (1), above. In the case 
of a corporation, a further adjust­
ment, favorable to the taxpayer, is 
made by allowing as a deduction the 
excess-profits-tax 5 paid or accrued 
in said year. If the deduction for 
contributions for such year is 
limited to 15 per cent or 5 per cent 
of net income, the income is further 
revised to allow the additional con­
tributions which would have been 
allowable had taxable income been 
computed in the manner required 
for this purpose. No adjustment, it 
will be noted, is made in this case 
on account of excess of non-business 
losses over non-business income of 
an individual.
(3) In the year in which the deduction 
is sought, the aggregate of carry­
backs and carry-overs to that year 
is, in effect, first deemed to be ap­
plied against nontaxable income for 
that year and only the balance then 
remaining is allowed as a net-oper­
ating-loss deduction against the 
taxable income. This is accom­
plished by subtracting from the ag­
gregate of the carry-backs and car­
ry-overs the amounts of the adjust­
ments on account of tax-exempt 
interest, depletion, and capital gains 
and losses referred to in (1) above 
and, in the case of a corporation, 
the amounts excluded from normal­
tax net income by way of the credit 
for interest on United States obli­
gations and the dividends-received 
credit. Where the deduction for 
contributions is subject to the 15 
per cent or 5 per cent limitation 
there is an offsetting adjustment 
similar to that described in (2), 
above. The statute accomplishes 
this result by a mechanical formula 
which reduces the net-operating­
loss deduction by the difference (in 
the case of a corporation) between 
(a) net income, as adjusted for tax- 
exempt interest, depletion, and 
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capital gains, and (b) actual nor­
mal-tax net income, both computed 
without the net-operating-loss de­
duction and without the credit for 
income subject to excess-profits tax. 
This reduction, in result, consists of 
the items above referred to.
In the case of a corporation, the net- 
operating-loss deduction for excess- 
profits-tax purposes differs from that 
allowable for income-tax purposes. The 
differences are set forth in the following 
summary of points which are applicable 
to the excess-profits-tax computation 
but not to the income tax computation:
(a) Income is not reduced by the excess­
profits tax itself in any of the years 
involved.
(b) In any of the loss or intervening 
income years, in which the excess­
profits credit has been computed on 
the invested-capital method, the 
income or loss computation is made 
on the basis of allowing as a deduc­
tion only 50 per cent of the interest 
on borrowed capital.
(c) In the year in which the deduction 
is claimed, such deduction is re­
duced by all of the factors applica­
ble for income-tax purposes; but 
the adjustment on account of the 
dividends-received credit is this 
time the entire amount of the do­
mestic dividend income, and, in 
invested-capital cases, the entire 
amount of foreign dividend income 
as well, since such are the dividend 
exemptions for excess-profits-tax 
purposes. In addition, two further 
adjustments are made, namely:
(1) A further reduction on account 
of any net long-term capital 
gain excluded from excess-prof­
its net income.
(2) An offsetting adjustment on ac­
count of a net long-term loss 
excluded in computing excess­
profits net income, but allowed 
for income-tax purposes be­
cause of the presence of a net 
short-term gain. Here also, this 
result is accomplished in the 
statute by a mechanical for­
mula which reduces the net- 
operating-loss deduction by the 
difference between (1) actual 
excess-profits net income com­
puted without the net-operat­
ing-loss deduction, and (2) a 
hypothetical excess-profits net 
income computed with the net- 
operating-loss adjustments for 
tax-exempt interest, depletion, 
and capital gains and losses, 
without excluding long-term 
capital gains and losses (except 
to limit total capital losses to 
total capital gains), without 
eliminating dividend income or 
U.S. bond interest subject to 
surtax only, and without the 
net-operating-loss deduction.
Even in the simplest case, where 
there are no other adjustments, the net 
operating loss deduction for income-tax 
purposes may vary substantially from 
the deduction for excess-profits-tax pur­
poses, since, in the former case, the 
income of an intervening year, which is 
applied to absorb part of the net operat­
ing loss, is reduced by the excess-profits 
tax for that intervening year, whereas 
this is not true in computing the deduc­
tion for excess-profits-tax purposes. As 
a result, the general rule is that a net- 
operating-loss deduction lasts, in point 
of time, longer for income-tax purposes 
than it does for excess-profits-tax pur­
poses, although the amount of income 
finally absorbed might well be the same 
in each case.
Conclusion
The net-operating-loss provisions are 
one of those phases of the law which are 
surrounded by considerable complexity 
of language in statute and regulations. 
The foregoing presentation is an at­
tempt to bring out in summarized form 
the major principles underlying the ap­
plication of these provisions. On the 
whole, despite language complexities, 
these provisions embody, to an admi­
rable extent, technical accuracy and 
equity in the application of the net-loss 
carry-back and carry-forward principle.
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Tax Reform and Simplification
By J. K. Lasser
M
y assignment is to give you a 
half hour of one man’s thinking 
 on the immediate problems in 
tax reform and simplification.
Individual Taxes
Tax Forms Must Be Simplified
I’d like to talk first with you about 
tax forms. With 50 million about to get 
them this winter, under the worst possi­
ble conditions of complications, much 
must be done to humanize them—to 
make them an easily read, step-by-step 
arrangement. Thus far, they have con­
tradicted all the principles that Dale 
Carnegie took so long to build up in his 
proposals designed to win friends and 
influence people.
Viewed realistically, forms 1040 and 
1040A are the only places where the 
average taxpayer meets his government, 
and that always ends in a very unpleas­
ant evening.
But there, if ever, is the chance of 
the Treasury to make him comfort­
able, offer him a drink, inquire about 
his wife and children, and then sug­
gest they get down to a job that is 
part of winning a war. On that plane, 
there might not have been the horrible 
reaction all of us had to so simple a 
bit of paper as the 1040ES. Instead, 
our process seems to be to scare the 
dickens out of all but technicians by a 
series of smaller and lowers, tables and 
credits, deductions and disallowances.
My fervent hope is that our Treasury 
will realize its problem this year and 
will do at least these things—
(1) Get the best advertising man it can 
find to make all the forms in simple, 
readable, pleasant, step-by-step 
style.
(2) Show them around to a lot of us 
before they get into printing, so 
that we can try them out on our 
friends and report reactions.
(3) Print them up with an advertising 
and selling background that con­
stantly harps on the fact that the 
form is each taxpayer’s one grand 
chance at Hitler and Hirohito.
Given that, I’m sure the grousing will 
be moderate and the collectors’ lines a 
little more bearable.
Much present antagonism can be 
eliminated, too, by decent public-rela­
tions methods with the American tax­
payer at tax time. The Treasury has 
much to learn from Lux and Lucky 
Strikes.
Certainly, the process of tax reporting 
can be materially simplified. Perhaps 
the suggestion that scattered filing 
dates be set for various groups of indi­
viduals and corporations is a good 
one. We could have alphabetical groups 
filing on different days. That would 
tend to reduce greatly the administra­
tive burden. A much simpler return 
can be made for those who have incomes 
that have been already subjected to 
withholding. A greater and more ex­
tensive use of prepared tables could 
be made for all types of taxpayers.
Possibly, too, there is room for sim­
plification by the use of specialized 
forms for the several classes of, group 
taxpayers. For example—a 1040 form 
especially for people in the armed serv­
ices, those with capital gains, or for those 
who have businesses of their own, or 
even those with rents or royalties. If the 
specialization takes place, then each 
form can be particularized and each 
group need not be concerned with a 
lot of irrelevant matter. Specialized 
forms have an additional advantage. 
They can provide more tables like that 
now used in form 1040A, to take care of 
average deductions.
It has been suggested that form 
1040A be extended to the higher brack­
ets, say to the $5,000 class, or to those 
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who have rental income or small pro­
prietorship income. Certainly my ex­
perience with the 1040A does not indi­
cate that to be practical. Most taxpay­
ers, in the interest of economy, will 
have to make computations on both 
forms anyway. My guess is about 50 
per cent of those that use 1040A also 
compute on 1040.
So much for what the Treasury can 
or should do. Let’s talk a bit about the 
job before the Congress.
The Law Needs Simplification
There is a lot of argument today that 
we ought to eliminate altogether the 
making of tax returns for the majority 
of small-income persons. Proponents 
forget that it is of the very essence of a 
democracy that the great masses of in­
dividuals keep in direct contact with 
the processes of government. You and 
I know from our March 15th experi­
ences that the best way to stimulate 
that interest is to require a periodic 
accounting of the income derived under 
our democracy’s beneficent influence.
Some suggest that returns be incor­
porated in the withholding system. The 
stresses and strains that characterize 
modern relations between employee and 
employer are great enough today with­
out casting the employer in the unfa­
vorable role of tax collector. That can 
only add to the pack of labor troubles 
he already carries.
Though the withholding system makes 
it possible to have the employer aid in 
collecting and reporting taxes, there are 
many reasons why the annual income- 
tax return of the employee is still neces­
sary. The employer, for instance, may 
fail to make quickly the changes in the 
dependency exemptions. The law per­
mits him to delay the time for making 
the change. Many employees may give 
incorrect exemption information to 
their employers. For many personal 
reasons, they often are not willing to let 
him know their personal family status. 
Besides, we know that many employees 
have additional incomes that must be 
reported anyway. In many instances 
they will not care to tell their employer 
about that.
There is another point—our govern­
ment has always encouraged giving to 
churches and to religious, charitable, 
and educational organizations, through 
the provision in the tax law allowing the 
amount of such gifts (up to 15 per cent 
of net income) to be deducted from in­
come subject to tax. That process is 
inherent in our democracy. It recognizes 
the need for private (not government) 
support of our churches and charities. 
The deduction was granted as the most 
effective way to encourage regularity of 
gifts. High taxes have made a severe 
dent in this theory. National income in 
1942 was 155.1 per cent of what it was 
in 1928; but church gifts in 1942 were 
67.2 per cent of the total in 1928! In­
creasing tax pressure has tended to cut 
down on gifts as an easy way to econo­
mize. Recent developments, like the 
omission from form 1040A of any in­
formation relating to deductions, has 
also cut down charitable contributions. 
All of this has put a penalty on giving, 
resulting in an emphatic setback for 
charities. If we move to a system of too 
simplified tax reporting we automati­
cally remove a powerful incentive for 
gifts. Prominent national church organ­
izations tell me they fear the outcome. 
Certainly we cannot approve any sys­
tem that might curtail the freedom of 
worship—that might make it subject to 
political control. If our choice is be­
tween that and complicated tax returns 
—let’s have the complicated system.
One last point—the making of a tax 
return is an educational process. As 
experienced accountants, we best un­
derstand that our whole fabric of decent 
budgeting and proper accounting stems 
from it. It is a habit-forming process 
and is a powerful force for good in 
family management. We have the social 




You and I quickly join the Treasury 
in urging the elimination of the Victory 
tax. If the revenue requirements are 
such that it cannot be eliminated, cer­
tainly it ought to be integrated by a 
flat 3 per cent on ordinary gross income 
of all character and avoid the postwar 
credit difficulties.
Let us applaud, too, the highly de­
sirable proposal to combine the normal 
tax and surtax. The change is easy to 
make if we eliminate the earned-income 
credit. At best, the computation of the 
earned income credit is far too difficult 
for most taxpayers; besides, it gives a 
maximum saving of only $84. The earned- 
income idea does not make sense since 
the first $3,000 of income, regardless 
of its qualitative nature, is arbitrarily 
called earned income.
Let me call the next part of my out­
line
The Small Taxpayer Needs a Fairer Deal
Some 25 years of tax administration 
have built up a host of decisions that 
fail to recognize the ordinary, necessary 
expenses of earning individual incomes. 
Simple tax equity requires a serious 
change. We need congressional recogni­
tion of unjustifiable discriminations 
against one citizen in favor of another— 
discriminations often in favor of the 
rich against the poor. Let’s run down a 
list of obvious inequities. As I do so, 
keep thinking of the individual who, 
merely by the fortune of his particular 
type of employment, his environment, 
or the social consciousness of his em­
ployer, has few of these costs to meet. 
Then see if you can reason whether sim­
plicity in statute or difficulties in ad­
ministration are worth the present 
shortcomings.
Uniforms and the cost of maintaining 
them should be a deduction when they 
are part of the requirements of a job. 
Contrast these costs with those of the 
fortunate group who wear their street 
clothes to work and to the theatre.
Cost of transportation to and from 
work should be a deduction. With to­
day’s living difficulties, the choice of 
where one shall live is not the province 
of the employee. He takes what he can 
get, even if it is twenty miles away from 
his work.
Cost of traveling in search of employ­
ment and moving expenses when a 
place of employment is changed seem 
like ordinary expenses of earning an in­
come. We allow them to a business, but 
never to the individual.
Cost of freeing oneself from domestic 
duties to earn a living should be al­
lowed. Think of the cases of the wife 
supporting herself on a meagre income 
when the husband is gone. If he were 
about, the family unit would have a 
wage earner and one also equipped to 
manage the children and the home.
Educational costs are fair charges to 
income. Think particularly of the bur­
den taken on by many in self-defense, 
as well as those required to maintain 
studies to hold their jobs.
Political contributions by civil serv­
ice employees and others where the 
measure of coercion is present reduces 
income. If the system is against public 
policy we certainly have not been very 
kind to the coerced contributor.
Possibly I have gained my point and 
can stop listing the obvious inequities. 
I could give many more without tread­
ing bn a very broad subject: the 
taxation of small incomes on their 
“real wages”—one based on the real 
cost of living in the locality where 
the unfortunate employee happens to 
abide.
At the least, we deserve a general 
overhauling of our theories of deduc­
tions to give effect to this principle— 
expenses that are actually incurred in 
the production of individual incomes 
should be allowed as deductions. It 
should be of no import—just as it does 
not matter in the case of the large tax­
payer with a deduction under Section 
23(a)(2)—whether the expense pro­
duced income this year, was incurred to 




Taxes upon Business Ought To Be 
Reformed
It is just as easy to build up a list of 
inequities suffered by business under 
current laws. Let me skip around a 
couple that need careful study.
Simplification Is Desirable
Some method ought to be attained to 
permit a continuous routine of partial 
simplification of some of the rules that 
govern the game. Now, it takes a couple 
of hundred volumes of tax literature 
and a phenomenal memory to get any­
where near the process for treating such 
elements as income from dividends, or 
basis in reorganization. Given a couple 
more years of decisions, the abun­
dance of rules and the waste of effort in 
ascertaining them will be overwhelming.
That is not to argue for a lessening 
in our system of writing difficult tax 
laws. I do not know how we can avoid 
that problem if you and I insist upon 
specific relief for particular deductions, 
companies, and conditions. Complicated 
laws are generally made by taxpayers’ 
appeals—not the Treasury, except in its 
desire to protect the revenue, when tax 
men first created the complication by 
finding exceptions to the usual rules.
Taxes Should Be on Averaged Income
More important than codification of 
existing rules is this—we need a serious 
study of the possibility of using an 
averaging system in imposing taxes on 
business. Any decent process in which 
tax is assessed upon the net income over 
a long term of years will eliminate much 
of the bickering heard today in ques­
tions as to when loss occurs, what de­
preciation rates should be, when income 
is taxed or deductions allowable, how to 
avoid inconsistent treatment in various 
years by you or the Treasury, what 
items should be capitalized and what 
expensed, failure of the code to adhere 
to good accounting practices, and so on. 
You and I bite off small chunks of the 
problem when we attempt to reason 
that Congress should correct the details 
that now annoy us. Those we run into 
today will be subordinated by Bureau 
and Court rulings tomorrow. Our hope 
is for legislation that casts out day-to- 
day problems, because they will make 
no difference to you or the Bureau in 
any long term of years. All the present 
system is particularly discriminatory 
toward cyclical businesses, but the ur­
gency is great for many others. Carry­
backs and forwards are excellent de­
vices, but a ten-year or more averaging 
to get income is the only fair way to 
reflect a real tax base. For example, a 
National Industrial Conference Board 
Report, this year, indicates that for all 
industry between 1927—37, corporate 
income taxes were 12.1 per cent of in­
come, and 22.2 per cent of net of both 
income and deficit companies. As con­
trasted to the 22 per cent, note these 
distortions:
1927-37 
% of Tax to 
Net Income 
less Deficits






Averaging might also help us take the 
uncertainties out of tax legislation. 
Presently, there is too much delay in 
planning, long-term commitments, and 
in the consequent restraint on expansion 
of business. We must find the channel 
for a fixed and continuous fiscal policy. 
Even if 90 per cent of the things we fear 
never will happen, the presence of the 
fear is a great deterrent to expansion 
of business and to recovery from recur­
ring depressions.
Section 722 Is a Challenge to the Treasury
Another point on business taxes— 
we have got to take the mystery out of 
section 722 pretty quickly. The Regu­
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lations show the effects of careful 
thought—also, certain public state­
ments of the Bureau’s policy-determin­
ing heads lead to the conclusion that 
they are sincere in their desire to carry 
out the congressional mandate for nor­
malizing the prewar credits. But the 
regulations fall far short of workable 
rules. Here is a challenge to the inge­
nuity and good sense of the Bureau to 
create a basis that will give mathemati­
cal processes—not abstractions—to get 
the normals. We must find the way to 
get Bureau consideration of at least 
these steps:
A. The creation of a single source of 
industrial statistics which may be 
consulted by both taxpayers and 
the Bureau. Now, there is no real 
reservoir of information. Both the 
Bureau and ourselves have our own 
files of compilations that may serve 
as an excellent basis for combining 
resources. Both of us merely seek 
the truth in industry comparatives.
B. Uniformity in handling cases sug­
gests the development by the Bu­
reau of highly informed specialists 
in individual businesses. If that 
means Washington settlements of 
our cases, I’m sure we’d prefer it 
in order to get equal treatment for all 
members of one industry.
C. Complete simplification of the regu­
lations in order to furnish exact rules 
of procedure in each type of case.
D. Some relaxation of the present pro­
cedure of Bureau review. It is 
doubted whether the device of Gen­
eral Counsel review for all cases 
involving more than $20,000 was 
created for this kind of a law.
E. Bureau urging of court review above 
the Tax Court. I raise this in the 
light of the recent decision there in 
the Premier Products case—the first 
review of section 721. The Court 
certainly should have desired further 
study of its findings by a higher 
body. Our scheme of checks and 
balances demands that we have con­
siderably more study of so weighty 
a question as the principles under 
which relief be accorded.
Treasury Regulations Need To Be 
Clarified
As long as we have started with a 
discussion of tax reforms, let’s talk for 
a bit about Treasury regulations.
I belong to the school that urges that 
the Treasury has a real obligation to act 
as an interpreter of the Congress. It 
should serve as a bridge to make clear 
the incomprehensible. I don’t need to 
prove our problem to you. Forget the 
excess-profits provisions and wander, on 
a beautiful summer morning when you 
are at peace with the world, into such 
simple matters as the regulations on 
sections 116 and 127. That is, do it if 
you want to have your whole day spoiled. 
Even men who worked with the Treas­
ury in drafting some original legislation 
say that the resulting regulations are 
far from understandable.
Lawyers and accountants labor with 
heavy pens when they write regulations. 
That, again, is the job of experts who 
understand how to sell with Basic Eng­
lish. If, as Stanley Surrey puts it, the 
tax form must be simple since it is the 
law, regulations and all the decided 
cases for the average taxpayer, then 
assuredly we can assert a similar claim 
for help to the thousands of well in­
tentioned tax men and corporate offi­
cers who today struggle endlessly to find 
out what parts of these regulations 
mean.
Part of the difficulty is the trend to 
reduce everything to words. Symbols 
and other short cuts from the science of 
mathematics would help much. Part is 
in repeated attempts to hedge and qual­
ify. No one quarrels with that in difficult 
law. But it ought to be easy to state 
clearly examples and the general rules 
in Basic English that a junior account­
ant could digest. And since much is di­
rected entirely at accountants, frequent 
use of the terminology they have adopted 
would be more helpful to get over the 
purpose of the rules.
Some of these very tough regulations 
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ought to get the benefits of a preview 
by representatives of the professions. 
It is said the WBP and the OPA officers 
have found that advantageous in iron­
ing out difficult problems. Our part 
would be the responsibility to insure 
clarity. Now they are merely thrust 
upon us, and we are endlessly left to 
our own devices to find what they 
mean.
Taxes Are an Important Part of 
Postwar Planning
In this part of my paper, I’d like to 
quote liberally from Department of 
Commerce publications. They indicate 
pretty well that we shall have unem­
ployment in the postwar era of some­
thing between 9 and 20 millions, if we 
merely return to our 1940 standards of 
production. On top of that, we shall 
have millions eking out an existence in 
submarginal farms and trades. But un­
employment can be held to practical 
minimums if we can retain 1943 capac­
ity to produce. Obviously, that is 
wholly determined by the potential 
output per person, the general price 
level and, most important, the ability to 
translate purchasing power into an effec­
tive demand for things industry is pre­
pared to produce.
We know we have the productive ca­
pacity for full employment. Current na­
tional output proves that. Moreover, 
the war has given us stimulation for 
technological development and increases 
in efficiency that seem to insure an out­
put of civilian goods equal to wartime 
production.
Production creates markets since it 
provides jobs, income, and purchasing 
power. But it does not also create the 
desire to purchase. That is the problem 
of private business. And business func­
tions only if there is effective invest­
ment.
Too much emphasis is placed upon a 
boom in the purchase of consumers’ 
goods when current pent-up desires are 
released. Department statistics put in­
creased savings at as much as 43.5 bil­
lion at the end of 1943 as compared to 
7.5 billion at the end of 1940. Certainly 
this accumulation of purchasing power 
will assure a temporary demand for all 
that manpower can produce—possibly, 
even create a temporary boom after the 
war.
But there is nothing automatic or 
inevitable about a continuing market 
for production. That comes only if there 
is a risk of funds to convert plants now 
fully engaged in war activity, to rear­
range others that must alter or move to 
adjust themselves to a new market, to 
condition their facilities so that they 
are in a competitive position.
Despite all that has been said of post­
war planning, you and I know that 
large and small business today think 
only of the policies that will best protect 
them against a postwar depression that 
may be in the offing. Postwar reserves 
and pension trusts are all a part of a 
motive to attain security. Cash is ac­
cumulated in considerable sums by both 
corporations and individuals, loans are 
shunned, renegotiation is fought bit­
terly, terminations unduly protracted, 
dividends conserved, postwar planning 
moves with its tongue in its cheek, 
available improvements are not accom­
plished—all because of insecurity, real 
apprehension of what the future holds.
We have a tremendous obligation to 
our sons, brothers, and friends who have 
been uprooted from their normal pur­
suits. We owe them an economy of op­
portunity as well as one of abundance. 
That is not possible unless our postwar 
system creates jobs and holds up war 
levels of production to the end that a 
decent wage flows out of the job.
It ought not to be too difficult to 
project a tax system that would help do 
that. Obviously, it would encourage 
risk and extend incentives to individual 
business initiative to expand. It would 
recognize that the thousands of new 
markets to be created, the plants to be 
rebuilt, the method of attaining lower 
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prices, and the jobs that would auto­
matically follow are directly connected 
with the gamble given business through 
a tax rate considering these motives.
If we dared to plan that properly, 
there would be no taxes on business 
during a postwar era. The entire bill to 
support our peacetime government would 
be borne by individuals with income 
from sources other than business. If 
taxes are to remain as they are—or 
even at 1940 levels, our daily contacts 
among businessmen tell us that we shall 
have corked tightly the possibility of 
influencing anyone to venture and 
chance. It will matter little how ear­
nestly we appeal to desirable social mo­
tives or warn that government will carry 
the burden of employment if business 
does not do it.
I plead, then, that our best talents 
must find the kind of a postwar system 
that will encourage the most prolific 
risk-taking by corporations and indi­
vidual investors.
If that means a system of no taxes 
on business for a period long enough to 
get us a volume of production equal to 
the war output—Let's Have It. If it 
means a reversion to parts of the much 
condemned undistributed-profits tax in 
order to insure the high moral character 
of the plan, let’s have that too. And 
let’s plan it all quickly so that business 
can begin to chart the channels of its 
postwar development.
Given that opportunity, business will 
be perfectly content with any kind of a 
war tax—even 100 per cent of profits. 
And business will quickly forget all its 
demands for postwar reserves.
Certainly so wild a proposal to place 
the postwar tax burden entirely on the 
eventual recipient of income has many 
problems. Much as I’d like to do it, 
this is no place to go into the details of 
the proposal. Here I ought only to urge 
that a candid, studious, non-political, 
highly technical review of the mechan­
ics ought to be started at once by disin­
terested bodies.
Failing of our high purpose, we merely 
bottleneck business in the postwar 
period. It may simulate planning, but it 
will hold tight to its cash reserves until 
it is sure of itself. That, unfortunately, 
will send us through the whole horrible 
economic cycle of the thirties with its 
mass unemployment and government 
planning.
Our debt to ten million men fighting 
our battle is to give them a chance to 
hold their heads high when they return. 
A job or the inducement to start a new 
business is the only safe way to insure 
that.
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IN the study and discussion of cases involving applications for relief under the provisions of section 722, it will be assumed that members of the 
Institute and others participating in the 
discussions are familiar with the general 
provisions of the Internal Revenue 
Code, and particularly the provisions of 
section 722 and the regulations of the 
Commissioner of Internal Revenue pro­
mulgated thereunder. However, as an 
introduction to the case studies pre-' 
sented in this paper, it is deemed ap­
propriate to quote the general rule 
under section 722 under which con­
structive-average base-period net in­
come must be established:
“(a) General Rule—In any case in 
which the taxpayer establishes that the 
tax computed under this subchapter 
(without the benefit of this section) re­
sults in an excessive and discriminatory 
tax and establishes what would be a fair 
and just amount representing normal 
earnings to be used as a constructive- 
average base-period net income for the 
purposes of an excess-profits tax based 
upon a comparison of normal earnings 
and earnings during an excess-profits- 
tax period, the tax shall be determined 
by using such constructive-average 
base-period net income in lieu of the 
average base-period net income other­
wise determined under this subchapter. 
In determining such constructive-aver­
age base-period net income, no regard 
shall be had to events or conditions 
affecting the taxpayer, the industry of 
which it is a member, or taxpayers gen­
erally occurring or existing after Decem­
ber 31, 1939, except that, in the cases 
described in the last sentence of section 
722(b)(4) and in section 722(c), regard 
shall be had to the change in the charac­
ter of the business under section 722
(b)4  or in the nature of the taxpayer 
and the character of its business under 
section 722(c) to the extent necessary 
to establish the normal earnings to be 
used as the constructive-average base­
period net income. ”
The case studies presented in this 
paper will be limited to determinations 
for relief under (b)(1) of section 722 of 
the Internal Revenue Code, which pro­
vides as follows:
“ (b) Taxpayers Using Average Earn­
ings Method.—The tax computed under 
this subchapter (without the benefit 
of this section) shall be considered to be 
excessive and discriminatory in the case 
of a taxpayer entitled to use the excess­
profits credit based on income pursuant 
to section 713, if its average base-period 
net income is an inadequate standard 
of normal earnings because—
(1) In one or more taxable years in the 
base period normal production, out­
put, or operation was interrupted 
or diminished because of the occur­
rence, either immediately prior to, 
or during the base period, of events 
unusual and peculiar in the ex­
perience of such taxpayer. ”
If the relief claimed by the taxpayer, 
or any portion of such relief, is to be 
granted by the Commissioner, the tax­
payer, of course, must first establish 
that its excess-profits tax, computed 
without the benefit of section 722, is 
excessive and discriminatory. He must 
next establish what amount would be 
fair and just as representing normal 
earnings to be used as a constructive- 
average base-period net income, based 
upon a comparison of normal earnings 
and earnings during an excess-profits- 
tax period. The regulations provide 
that the excess-profits tax will be 
deemed to be excessive and discrimina­
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tory if the excess-profits credit based on 
income is an inadequate standard of 
normal earnings or if the excess-profits 
credit based on invested capital is an 
inadequate standard for determining 
excess profits.
One of the principal factors to be 
borne in mind by every taxpayer is the 
fact that the determination of a con­
structive-average base-period net in­
come must be made without regard to 
events or conditions occurring after 
December 31. 1939, which affect the 
taxpayer, the industry of which it is a 
member, or taxpayers generally. Such 
events or conditions are deemed by the 
regulations to be integral parts of the 
war economy. They cannot, therefore, 
be accepted as either accurate or reliable 
determinants of normal operations or 
normal earnings. It should also be 
borne in mind that if normal earnings 
are reconstructed for poor years, then 
the base-period years which may be 
reasonably considered to include above­
normal earnings must also be adjusted. 
The regulations cite, as an illustration, 
the case of a manufacturing corporation 
which suffered an operating loss from a 
fire occurring in 1937, seriously inter­
rupting production during that year, 
but which enjoyed exceptionally high 
earnings in 1938 as a result of produc­
tion and sales which normally would 
have been enjoyed in 1937. Therefore, 
to reconstruct 1937 earnings or income 
upon the basis of normal earnings, con­
sideration must also be given to recon­
structing the net income for 1938, to 
eliminate the effects of the duplicated 
production and income for such year. 
No adjustment need be made, however, 
to eliminate income of a taxpayer due 
primarily to more favorable general 
business conditions.
Based on the provisions of the law 
and the regulations, we present herein 
the factors which we consider must be 
presented and established to entitle 
corporations A, B, and C (types of cor­
porations selected for discussion) to re­
lief under the provisions of paragraph 
(b)(1) of section 722 of the Internal 
Revenue Code.
Corporation A 
Development and Exploitation 
of a Natural Resource 
(Production of Potash)
The first requisite involves the prep­
aration and submittal of a statement 
relative to the history of the applicant 
and the character of its business.
We shall assume that:
(1) Corporation A, prior to 1936 and 
during all of the base period, owned 
a large area of placer mining land. 
The land is underlaid with a natural 
brine containing little more than 
one per cent of potassium chloride, 
and the average annual rainfall in 
the area for a period of about 
thirty years has been less than five 
inches.
(2) The method of operation involves 
the use of a system of solar evapora­
tion, including the construction of 
ponds into which the crude brines 
are pumped from deep brine canals 
in which they are accumulated. As 
evaporation takes place, the low- 
grade brine is enriched, and as the 
process of enrichment proceeds, the 
brine is passed from pond to pond 
until, finally, when sufficiently sat­
urated with potassium chloride, the 
salts are precipitated on the floors of 
crystallizing ponds.
(3) Substantial sums of money were 
loaned to the applicant by its spon­
sors, and in 1936 development on 
the area commenced. Under the 
original plan, freezing weather dur­
ing the winter months was relied 
upon to cause the precipitation in 
crystallizing ponds. Due, however, 
to leaks which unexpectedly developed 
in the floors of the evaporating ponds, 
and to a failure of the freezing weather 
to accomplish anticipated precipita­
tion, no marketable potash was pro­
duced during 1936 or 1937.
(4) In 1938 under a new management, 
a flotation method was devised for 
extracting and refining the crude 
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salts and converting them into 
a high-grade product. Substantial 
amounts of additional capital were 
provided. New evaporation ponds 
were built and a pilot plant was 
constructed, and the flotation proc­
ess was found to be effective. The 
capacity of the plant was gradually 
increased and substantially en­
larged during 1938 and 1939. It was 
thought that the experience of prior 
years had established the absolute 
imperviousness to leakage of the 
ponds. However, after substan­
tially enlarging the evaporating 
pond area in 1939 and increasing 
the capacity of the mill, leaks in the 
bottoms of the evaporating ponds de­
veloped to such an extent that the 
success of the project was endangered. 
A plan was finally devised and 
adopted for encircling the evaporat­
ing area with what is known as a 
“hydrostatic seal”: a deep canal 
which is kept full of brine to a height 
level with brine in the evaporating 
ponds. This hydrostatic seal ac­
tually saved the enterprise from 
failure, but it was not until 1942 
that the company reached a normal 
operating level.
(5) Due to interference with normal 
production by physical events be­
yond the control of the applicant, 
the earnings during the base period 
did not represent normal average 
earnings. The pond leakage was not 
entirely under control by the end of 
1941, but during 1942 the leakage 
had been brought under control to 
the fullest extent that is possible 
under conditions prevailing in the 
area.
In order to comply with the law, the 
taxpayer must establish that the tax­
payer was committed, prior to De­
cember 31, 1939, to a course of action to 
which may be ascribed the normal oper­
ations subsequently reached. In the 
case under discussion, the attainment 
of maximum production was accom­
plished through the construction of new 
pond and brine supply systems and the 
adoption of a new process, the erection 
of a pilot plant and the subsequent 
enlargement to normal operating ca­
pacity for which large sums of money 
were made available; and, further, sub­
stantial sums for the prevention of the 
pond leakage. All of these commitments 
were made prior to January 1, 1940. 
The taxpayer is therefore deemed to 
come within the purview and meaning 
of the clause which provides, with re­
spect to such changes, “that regard 
shall be had to events and conditions 
occurring or existing after December 31, 
1939, to the extent necessary to estab­
lish the normal earnings to be used as 
the constructive-average base-period 
net income.”
This corporation was actually in the 
status of development during the first 
three years of the base period. It had a 
small net taxable income during the last 
year of the base period. Its excess- 
profits-tax credit, on form 1121, was 
computed under the invested-capital 
method. Through the development of 
formulas, processes, etc., it actually 
acquired intangible assets of very sub­
stantial value not reflected on its bal­
ance-sheets, and values almost impos­
sible of any accurate or exact determi­
nation during the base period or up to 
the present time, because of the unique 
and exceptional nature of its operations.
During the year 1942, which has been 
asserted by the taxpayer to represent a 
year of normal operations, its net in­
come was substantially in excess of 20 
per cent of its allowable invested capi­
tal; and constructive earnings during 
the base period, based on like ratios, 
would have substantially increased the 
excess-profits-tax credit and should, 
therefore, afford some measure of relief. 
However, relief computed on that basis 
is not considered adequate for this par­
ticular taxpayer, and application has 
been submitted on the basis of a con­
structive base-period net income predi­
cated on a normal production which it 
is claimed was obtained during the fiscal 
year ended June 30, 1942, and com­
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puted through adjustments to 1942 
earnings in recognition of factors which 
include:
(1) During the year ended June 30, 
1942, certain adjustments were 
made in freight rates on potash con­
centrates, which increased the net 
return. The lower price, therefore, 
prior to adjustment, has been deter­
mined to be more nearly in con­
formity with the average net return 
since shipping commenced, and has 
been adopted in the computation of 
the average base-period net in­
come.
(2) In the determination of direct-pro­
duction costs, direct-labor expenses 
were reconstructed by applying 
prevailing hourly wage rates in ef­
fect during the base period to the 
total direct-labor hours worked dur­
ing the fiscal year ended June 30, 
1942. Direct-material costs for the 
base-period years were determined 
on the basis of 90 per cent of direct- 
material costs during the fiscal
. year ended June 30, 1942. This 
figure was ascertained from a com­
prehensive review of vendors’ in­
voices, which indicated that the ap­
proximate increase in material costs 
in 1941 and 1942 over the base­
period years was equal to 10 per 
cent.
(3) During the fiscal year ended June 
30, 1942, however, because of ab­
normal weather conditions peculiar 
and applicable to this particular 
company and in this particular area, 
the corporation incurred substan­
tial expense in protecting its system 
of dikes from flood waters and in re­
building a part of its evaporation 
system which was destroyed by ex­
cessive floods. These nonrecurring, 
unusual, and extraordinary expenses 
were eliminated in the determina­
tion of the constructive base-period 
expenses. Also, because of the un­
usual flood conditions during the 
year 1942, maintenance, labor, 
and material costs applicable to 
the accounting categories “crude 
brine supply” and “evaporation 
expenses” were constructed for the 
base-period years on the basis of 
unit ton cost for the fiscal year 
ended June 30, 1941, during which 
period no such unusual or extraor­
dinary expenses were incurred.
(4) Indirect production expenses have 
been constructed for the base pe­
riod on the basis of cost prevailing 
in 1941 and 1942, except as repre­
sents labor determined on the basis 
of wage rates prevailing during the 
base period, and material cost 
which has been reduced by 10 per 
cent.
(5) General and administrative ex­
penses have been determined on the 
basis of the average expense for the 
three-year period ended June 30, 
1942, with the following exceptions:
(a) Officers’ salaries were stated on 
the basis of actual salaries paid 
regularly constituted officers 
during the fiscal year ended 
June 30, 1942.
(b) Payroll taxes and workmen’s 
compensation insurance were 
recomputed on the basis of re­
constructed labor costs.
(c) Commission expenses were com­
puted on the basis of the regu­
larly established rate per each 
ton of potash sold.
(d) State corporation franchise taxes 
were computed on the basis of 
applying prevailing rates to the 
net taxable income as recon­
structed.
(6) The computation of depreciation 
expense for the base-period years 
was determined on the basis of the 
average provision for the two-year 
period ended June 30, 1942. Deple­
tion expense was determined on the 
basis of rates allowed by the Bureau 
of Internal Revenue, computed by 
applying such rates to the recon­
structed tons of potash milled dur­
ing each of the base-period years.
(7) The fact that there was a ready 
market for the potash produced by 
this taxpayer and that it would 
have been sold for the price used in 
determining gross income has been 
established by affidavits from its 
brokers and the principal manufac­
turing users of potash in the United
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States. It has also been established 
that the price received by the cor­
poration for its product has not 
been influenced in any way whatso­
ever by the war, and, in fact, that 
the price was definitely fixed so it 
would not in any event exceed the 
price prevailing during the base 
period.
Corporation B
Business of Wholesaling and 
Retailing Lumber
During one of the base-period years 
(the year 1936) this corporation was in 
process of transition, which materially 
affected its net profits. The name of the 
company was changed and the author­
ized capital was substantially in­
creased.
Its excess-profits taxes, computed 
without the benefits of the provisions of 
section 722 of the Internal Revenue 
Code, are excessive and discriminatory 
because its output was interrupted and 
diminished on account of a fire which 
occurred on June 16, 1937, and as a re­
sult of which the company’s inventory 
of lumber and all of its yard buildings 
were completely destroyed.
During the period from June 16, 1937, 
through the year 1938, the company 
was required to purchase lumber and 
materials to supply its retail customers 
from other local lumber yards, thereby 
reducing the margin of profit it would 
have made had it been able to carry 
normal inventories and make its pur­
chases through its regular channels.
The corporation, during the base pe­
riod and immediately prior thereto, and 
prior to the fire, had been gradually 
expanding its operations, and for the 
purposes of its claim for relief under 
section 722 it was determined that the 
year 1939 represented a normal year of 
operations, except for the fact that the 
gross-profit ratio during that year was 
considerably lower than normal because 
of the deviation in the relationship of 
retail sales to wholesale and commis­
sion sales. The variation in the rela-
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not result from any change in the policy 
of the company or its operating meth­
ods, but was wholly the result of a 
marked change in the type of construc­
tion in the area covered by its opera­
tions.
It is claimed, and it can be estab­
lished, that gross-profit percentages dur­
ing the years 1935 and 1936 represented 
normal gross-profit percentages for 
this corporation. The average gross­
profit ratio for these two years has, 
therefore, been applied to the sales for 
1939, and the expenses for the year 1939 
have been adjusted to reflect increases 
which would have resulted had a larger 
portion of the total sales been made at 
retail, and adjustments have likewise 
been applied to management salaries.
For the purpose of computing the ex­
cess-profits tax under section 722, the 
gross profit for 1939, after giving effect 
to the foregoing adjustments, has been 
increased by approximately 10 per cent, 
and the adjustment for increased ex­
penses amounted to approximately 2 
per cent. Comparisons have been made, 
in so far as practicable, with what have 
been determined to be representative 
concerns in the same line of business, 
particularly with respect to the determi­
nation of the year 1939 as representing 
a normal operating year, and in the de­
termination of the years 1935 and 1936 
as representing the years during which 




For the purposes of this discussion it 
will be assumed that:
(1) Normal production, output, or op­
eration was interrupted or impeded 
during the base period with respect 
to one of the company’s factories, 
designated for the purpose of this 
case study as factory “X, ” because 
of the ravages of the white fly, 
which reduced the yield of sugar
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beets per acre to a point where 
growers were unwilling to assume 
the risk attached to the growing of 
that crop.
(2) In 1936 small quantities became 
available to western producers of the 
curly top fly-resisting seed, which, 
over a period of years, had been de­
veloped under the sponsorship of 
the processors. It appears that its 
success in overcoming the hazard of 
the white fly was immediate. Only 
limited quantities were available 
during the years 1936, 1937, and 
1938, and, as a result, a substantial 
portion of the acreage had to be 
seeded by a nonresisting seed, and, 
therefore, continued to be subject 
to the hazard of destruction by the 
white fly. The acreage which the 
company was able to contract with 
the growers during the first three 
years of the base period was, there­
fore, materially restricted, and, as 
a result, the operations of the “X” 
factory were limited to a fraction 
of its operating capacity. In 1939 
and subsequent years, the new seed 
was available in adequate quanti­
ties and all acreage was planted 
with the improved seed.
(3) The “X” plant, on account of an 
insufficient supply of sugar beets, 
was operated throughout the base 
period at a fraction of its estab­











(4) Early in 1940 the first effects of the 
world war became noticeable in the 
company’s operation in the “X” 
factory territory, and acreage de­
clined because of sequestration of 
land for war projects to a point 
where the “X” factory could only 
operate at 40 per cent of its normal 
capacity. The company was, there­
fore, compelled to abandon that 
territory, and the equipment of the 
“X” factory was moved to an en­
tirely new operating and growing 
territory in the year 1941. The pro­
duction capacity of the new “X” 
plant is approximately equal to the 
production capacity of the old “X” 
plant.
Because of the fact that the company 
was compelled, as a result of economic 
and physical changes which were sub­
stantially caused by the war effort, to 
change the location of the plant, the op­
erations of the new “X” plant con­
stitute, in essence, a continuation of the 
company’s operation of the old “X” 
plant. This view is further corroborated 
by the fact that under the Sugar Act of 
1937 and the control exercised there­
under by the government upon the beet 
acreage, important restrictions were 
placed upon the beet-sugar processors 
to expand into new territories and to in­
crease their existing plant facilities. As 
a result of these restrictions, the com­
pany had no free hand to expand its 
facilities, but was apparently permitted 
to make a transfer of existing facilities 
into new territories.
In the application of the principles 
recognized under section 722 and the 
regulations pertaining thereto, the cir­
cumstances under which the company 
operated the old “X” plant during the 
base period seem to justify a step-up ad­
justment. Since the new “X” plant is 
producing and will continue to produce 
profits during the excess-profits-tax 
period, the comparable earning power 
of the base period is establishable by 
constructive earnings of the old “X” 
plant, because the two plants represent 
in substance one operation, commenced 
at one place and continued at another 
as the result of circumstances imposed 
upon the company by the war effort.
It is claimed that under the circum­
stances the production capacity of the 
new “X” plant is properly taken as 
criterion for establishing a status of 
normalcy with respect to the operating 
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capacity of the old “X” plant during 
the base period. The actual operations 
of the old “X” plant were subnormal 
during the base period, because of the 
interruption in its normal process 
caused by the reduction in acreage as 
well as the reduction of the average 
yield per acre harvested. The conditions 
in the new “X” plant district, as en­
countered by the company in its opera­
tions there, are claimed to reflect a rea­
sonable status of normalcy which could 
be ascribed to the old “X” plant terri­
tory after elimination of the white fly 
hazard and after giving effect to ade­
quate acreage available to the proces­
sors for raising sugar beets.
In view of the fact that actual opera­
tions of a sugar factory are entirely de­
pendent upon the quantity of raw beets 
available for processing, the determina­
tion of a status of normalcy must be 
predicated upon the ascertainment of 
what constitutes a normal acreage to be 
contracted for the raising of sugar beets. 
In the instant case it was determined 
that a normal acreage for the new “X” 
plant factory amounted to 8,000 acres 
(actual for 1942, 7,660). The average 
acreage contracted in the old “X ” plant 
territory during the base period totaled 
7,000 acres. It has already been pointed 
out that the slicing capacity of the new 
“X” plant was approximately equal to 
the slicing capacity of the old “X” 
plant, no increase in production capac­
ity being permitted under the restric­
tions imposed under the 1937 Sugar Act. 
In the determination of the constructive 
base-period net income, a total of 8,000 
acres is, therefore, claimed to represent 
a reasonable substitution to the sub­
normal acreage which was available to 
the old “X” plant during the base 
period.
Another factor to be taken into con­
sideration consists of the yield per acre 
harvested. The immediate effect of the 
destruction caused by the white fly 
consists of a sharp decrease in the yield 
of the raw product per acre, as the beets 
are impeded in their growth and, in 
fact, are completely destroyed under 
bad circumstances. The average yield 
per acre harvested in the old “X” plant 
district during the base period, where 
the effects of the white fly were felt to a 
substantial degree, amounted to fifteen 
tons. In the new “X” plant district, the 
average yield per acre amounted to 
nineteen tons. It is asserted by reputa­
ble agriculturalists that a substantial 
portion of the increase of four tons per 
acre in the new “X” plant district, as 
compared with the average yield in the 
old “X” plant district during the period 
under which the hazards of the white fly 
were still prevalent, is directly attribut­
able to the elimination of that hazard, 
effected by the improved curly top fly­
resisting seed. It must be conceded here 
that the increase of four tons may, in 
part, be attributed to the soil conditions 
peculiar to the agricultural territory of 
the new “X” plant factory. With 
respect to the latter-named factor, it is 
doubtful whether, under the rulings of 
the Commissioners, under section 722, 
full advantage may properly be taken 
of the additional production capacity of 
the new territory as compared with the 
old, some of which might appropriately 
be attributable to improved soil con­
ditions. To give effect to this contro­
versial factor, the midpoint of seventeen 
tons per acre was adopted as represent­
ing a fair average yield, which should, 
be substituted for the actual of fifteen 
tons per acre experienced in the old 
“X” plant district during the base 
period.
A summary of the factors taken into 
consideration in the determination of 
the constructive net income given effect 
in the claim submitted with respect to 
this company, and a comparison thereof 
with the actual operations during the 
base period of the old "X” plant fac­
tory, as well as with the actual opera­
tions of the new “X” plant factory in 
1942, resulted in an increase of approxi­
mately 35 per cent in tons of raw beets 
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refined. The reconstructed earnings, as 
computed in this case, resulted in an 
increment of the credits allowable under 
section 722, amounting to approxi­
mately 36 per cent of the difference 
between the actual base-period net earn­
ings of the old “X” factory and the 
actual earnings of the new “X” factory 
in 1942. The complement of 64 per cent 
of this increase may, therefore, be allo­
cated as attributable to the inflationary 
influence with respect to prices, as well 
as to quantities of sugar in demand 
caused by the war effort. This alloca­
tion would appear to be reasonable 
and particularly conservative from the 
standpoint of increased credit claimed 
under section 722.
The Reconstruction of Normal Earnings
A Study of Cases Involving Unusual and Temporary Economic 
Circumstances—Section 722(b)(2)
By Edward P. Tremper, Jr., Washington
Member, American Institute of Accountants
T
he circumstances by reason of 
which an excess-profits taxpayer 
may establish that its average base­
period net income is an inadequate 
standard of normal earnings are set 
forth in section 722(b) of the Internal 
Revenue Code. Among the enumerated 
circumstances are those which pertain 
to depressed business conditions result­
ing from certain specified causes. This is 
the group covered by subsections (b) 
(2) and (b) (3) of the law. At the outset 
it is well to state that we are eliminating 
the business cycle cases from considera­
tion and will confine our discussion to 
subsection (b)(2) and to that part of 
(b)(2) which covers depressions by 
reason of temporary economic events, 
unusual in the case of the taxpayer 
rather than of the industry of which the 
taxpayer is a member.
Although this is a case study and as 
such might be expected to cover both 
eligibility for relief and the means by 
which the extent of the relief is meas­
ured, this discussion is restricted to ex­
ploration of the methods of establishing 
the fair and just normal earnings. In 
order more effectively to eliminate the 
principles of eligibility from considera­
tion, the cases selected are similar to the 
illustrative examples used by congres­
sional committees and in the regula­
tions. Two cases have been selected, 
one involving a price war and the other 
the loss of a major customer. Both fall 
under the same subsection but differ 
materially as to the nature and causes 
of their temporary economic depres­
sions. There are substantial differences 
also between the methods available for 
the establishment of normal earnings.
It is hoped that this discussion may 
bring out the fact that each case entitled 
to relief has in it the elements which 
may be used for the purpose of arriving 
at the amount of a claim; that there 
are many methods of reconstructing 
normal earnings in cases of the (b)(2) 
type, and that exact mathematical 
proof must give way to proof by means 
of tests of the fairness and of the rea­
sonableness of the conclusions reached.
The establishment of what would be 
fair and just amounts representing nor­
mal earnings to be used as constructive 
average base-period net income in these 
cases, as well as in other cases under 
section 722, involves the reconstruction 
of earnings statements for the base­
110
Reconstruction of Normal Earnings
period years, either by individual years 
or in the aggregate for the period. Such 
reconstruction must necessarily treat 
with the basic elements of sales, costs 
and expenses, and profits because it con­
templates the determination of what 
they would have been were it not for 
the occurrence of the circumstances 
upon which the claim is based.
A price war is fundamentally an in­
terruption in a normal trend of prices 
but it may also affect volume. In the 
first case we have before us, the price 
war involved only a portion of the in­
dustry so that it was possible to estab­
lish by reference to the comparable 
experience of the unaffected portion of 
the industry that the volume of units 
sold during the price war did not exceed 
what would have been sold under nor­
mal price conditions. The reasonable­
ness of this conclusion was borne out by 
a study, in which it was found that, 
because of the nature of the products, 
prices had a negligible effect upon de­
mand and that dealers’ inventories at 
the end of the war did not exceed those 
at the beginning.
With the determination made that 
physical volume was unaffected, there 
remained the questions of ascertainment 
of normal prices and their application 
to such volume. Normal prices might be 
established by reference to the experi­
ence of the unaffected portions of the 
industry or by reference to some other 
comparable period in the history of the 
taxpayer. In the case before us such 
normal prices were determined by means 
of interpolation with reference to the 
prices prevailing during a considerable 
period prior to the price war and those 
existing at the close. This method dis­
closed an upward trend running through 
the period for which prices were being 
reconstructed. Because of this it was 
advisable to inquire into the reasonable­
ness of the latest price in order to de­
termine whether or not that price had 
been set at an artificially high level in 
order to offset, to some degree, the ef­
fect of the low prices during the period 
of the war. The relationship of the price 
trend of the product to the price trends 
of the various major elements of ma­
terials and labor were examined as were 
also the comparative rates of gross 
profit. By such means the latest price 
was found to be normal, and the basis 
of the interpolation reasonable.
The products involved in this case 
were of comparatively low unit value 
but consisted of a considerable number 
of models and sizes. Tests were made 
for the purpose of ascertaining if all 
models and sizes followed the same 
price trends. As a result of these tests 
it appeared reasonable to reconstruct 
sales by the application to the aggre­
gate of recorded sales of a ratio derived 
from a detailed study of- a single typical 
model and size in each product classi­
fication.
From the foregoing it is seen that no 
reconstruction of the number of units 
sold was required and there were no 
other factors in the methods used that 
would indicate the necessity of any 
adjustment to costs. Actual recorded 
costs incurred during the period in the 
production of the units sold were used 
in the reconstructed earnings state­
ments. There remained, then, only 
the adjustment of such items as dis­
counts allowed and sales commissions 
to coordinate with the substituted 
sales.
In the second case, the abnormality 
was not simply an unusual reduction in 
the dollar amount of sales but rather 
was a reduction in dollar volume which 
reflected an extraordinary decrease in 
physical volume. The taxpayer lost its 
principal customer, and the loss was 
severe, almost disastrous. To this tax­
payer, its principal customer was virtu­
ally its entire market, and the develop­
ment of a new market sufficiently ex­
tensive to restore the use of its facilities 
to anything near capacity production 
would have required a considerable pe­
riod of time. Under the circumstances 
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which existed, the difficulty confronting 
the taxpayer was augmented and the re­
covery period substantially lengthened 
by the requirement that extensive 
changes be made in the methods of proc­
essing its product, as well as in the 
methods of distribution. The depressing 
effect of the loss of market was felt by 
the taxpayer throughout the entire base 
period, and, in fact, through at least a 
part of the year 1940. To state the case 
with technical precision, this taxpayer 
was behind the eight ball.
A study of the financial statements of 
other members of the industry, of which 
this taxpayer was a member, disclosed 
that the industry had accomplished 
substantial gains in the volume of sales 
in each of the base-period years, and 
indicated also that because of industry­
wide improvements in processing tech­
nique and in distribution methods, the 
industry and its members generally had 
accomplished substantial improvements 
in gross-profit margins as well. Neither 
the circumstances underlying the vol­
ume improvement nor those underlying 
the margin improvement were restricted 
to members of the industry other than 
the taxpayer, and there were no reasons 
to believe that under normal conditions 
the taxpayer would not have partici­
pated in those improvements to at least 
the same extent as the other members 
of its industry. There were some reasons 
to believe that it would have partici­
pated even to a greater extent, but in 
any event participation was almost cer­
tainly assured, because of the nature 
of the underlying circumstances. This 
being the case, a determination of what 
would have been the normal sales of the 
taxpayer during the base-period years 
involved not only a year-by-year esti­
mate of an increasing physical volume 
of sales, but also a year-by-year esti­
mate of margin improvements brought 
about by the accumulating effect of 
factors which the taxpayer had not pre­
viously experienced.
From a study of the taxpayer’s op­
erating statistics for other periods, it 
was determined that it would have been 
possible to make calculations of the in­
dividual items of cost and operating 
expenses which the taxpayer might 
have been expected to incur for any 
given volume of base-period sales if the 
sales were of the same character and 
yielded substantially the same margins 
as sales of prior years. It would have 
been possible, in other words, to make 
a reasonable reconstruction of base­
period net earnings solely from the ex­
periences of the taxpayer if the only 
factor involved had been one of an in­
creasing volume of annual sales.
The combination, however, of in­
creased annual sales and margin im­
provements resulting from inevitable 
changes in processing technique and dis­
tribution methods precluded the deter­
mination, by means of any prior ex­
perience recorded by the taxpayer, of 
what would have been the normal ratio 
of cost and expense reduction in each of 
the base-period years.
The conclusion which was reached 
was that the proper measure of the nor­
mal operating profits of this taxpayer 
during the base-period years was the 
percentage which represented the aver­
age of operating profits experienced in 
each of the years by those other mem­
bers of the industry whose operations 
were most nearly comparable to those 
of the taxpayer during normal periods. 
These percentages, one for each year, 
were reasonable because they gave real­
istic weight both to the high physical 
volume of sales and to the circumstances 
which brought about the margin in­
creases, and it appeared that they were 
fair because in normal years the state­
ments of the taxpayer showed that it 
had earned operating profits at rates 
at least equal to and in most instances 
greater than those of its competitors.
In this case then, instead of simply 
supplying the missing factor as was done 
in the price-war case, the taxpayer de­
termined its constructive operating 
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profits for each of the base-period years 
by making two calculations:
First, sales for each year were calcu­
lated as the amount which bore that 
relationship to sales of a prior normal 
four-year period which the average 
of the sales of comparable companies 
for that year bore to the average of 
the sales of those same companies for 
the same prior four-year period. In 
other words, it was reasonable that 
the taxpayer, but for its abnormality, 
would have maintained its relative 
position among competitors.
Second, operating profits for each year 
were calculated by applying to the 
reconstructed sales a percentage equal 
to the average percentage of operat­
ing profit shown in the statements of 
comparable companies for the base 
period, and determined by tests to be 
both reasonable and fair.
We have examined two cases of “de­
pressed industry” and the development 
of their applications for relief under 
section 722. Although both cases have 
been presumed to qualify under a single 
short and simply stated subsection of 
the law, the factors affecting the cases 
are complex, with the result that the 
two claims and their presentation are 
totally dissimilar. There are many 
methods of marshaling these factors in 
a reconstruction, but it is generally 
true that some one method is found to 
be more appropriate to a given case 
than any other method. With such 
complexity of factors and variance in 
the use of methods under a single prin­
ciple of the law, the conclusion is reached 
that mathematical processes alone can­
not be relied upon to develop the final 
figure of a claim but that each step 
along the line must pass a test of rea­
sonableness to the end that such final 
figure may establish fair and just 
earnings.
Case Studies—Section 722: Change in Business
By William J. Carter, Georgia
Member, American Institute of Accountants
T
he case selected for discussion 
concerns a corporation engaged 
in the manufacture of steel prod­
ucts. A new department was added 
during 1939 to produce a different 
product.
Contracts were entered into in 1939 
which required annual production of the 
new product with a sales value of $2,- 
500,000 at the prevailing market.
Production plans called for produc­
tion of approximate sales of $1,500,000 
for 1940 and normal sales of $2,500,000 
for 1941. Had operations begun two 
years earlier, sales of $2,500,000 could 
reasonably have been expected for
1939.
Cost data supported an expected net 
profit of 18 per cent of sales of the new 
department.
Accepting the $2,500,000 as normal 
sales which would have been reached in 
1939 if the change had occurred two 
years earlier, we must now determine 
what normal sales would have been for 
the entire base period.
The new product is purchased by 
other manufacturers for further process­
ing. What were their requirements, if 
any, during the base period? The index 
of production of potential customers for 
this new product taken from “Survey 
of Current Business—1942 Supplement,” 
published by the United States Depart­
ment of Commerce, is 97, 111, 98, and 
127 for 1936, 1937, 1938, and 1939, re­
spectively.
Dividing $2,500,000 by 127 and mul­
tiplying the result by the respective 
index for each of the base-period years 
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gives us what we consider to be normal 
sales expressed in 1939 dollars.
To convert these sales to dollar values 
prevailing during the base period, we 
have used the wholesale price index for 
iron and steel taken from the publica­
tion of the United States Department 
of Commerce previously referred to. 
This computation furnishes what we 
have used as constructive sales for the 
new department.
The constructive base-period net in­
come is then determined by adding 18 
per cent of the constructive net sales to 
the taxpayer’s net income from other 
departments.
Excess-profits net income is then 
determined in the regular manner for 
the year 1941, but since only 60 per 
cent of normal was expected for the new 
department in 1940, a different com­
putation is necessary for the determi­
nation of the excess-profits credit for
1940.
To determine the excess-profits credit 
for 1940, we have computed the excess­
profits net income from regular opera­
tions and the constructive excess-profits 
net income from the new department, 
and for the excess-profits credit we used 
95 per cent of the average excess-profits 
net income plus 95 per cent of 60 per 
cent of the average constructive excess­
profits net income.
1. Manufacturer, organized in 1920, 
added new department during 1939.
2. New department to produce normal 
annual sales of $2,500,000 on the 
new basis of prices prevailing in 1939.
3. At December 31, 1939, the taxpayer 
expected its business from the new 
department to be 60 per cent and 
100 per cent of normal for the years 
1940 and 1941, respectively.
4. The new department did not com­
pete with other departments op­
erated by the taxpayer.
5. Profits of the taxpayer would be in­
creased by 18 per cent of sales of the 
new department.
The index of production for customers 
who would purchase the new item:
Year Index
1936 ...................................... 97
1937 .....................................  111
1938 ...............................   98
1939 ...................................... 127
Based on the above statement that 
sales were expected to reach $2,500,000 
“norm” in 1941, if the change had been 
made in 1937 (two years prior) then the 
“norm” would have been reached in 
1939, the last year of the base period.
From the above indices the taxpayer 
could reasonably have expected normal 
sales from this new source during the 
base period, as follows:
1936........... .......... $2,500,000 divided by 127 times 97
1937............. " " " " " 111
1938............. " " " " " 98


















.... $1,909,448.78 divided by 95.8 times 87.6........... .... $1,746,009.91
.... 2,239,779.97.......  2,185,039.33 “ “ “ “ 98.2...........
1938........... .... 1,929,133.82 “ “ “ “ 98.6........... .... 1,983,459.89
1939............ .... 2,500,000.00 “ “ “ “ 95.8........... .... 2,500,000.00
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Constructive Base Period Net Income
Net Income: 1936 1937 1938 1939
Other departments................. $254,279.87 $332,291.40 $286,335.96 $120,808.93
18% of constructive sales, new
department............ ................. 314,281.78 403,160.40 357,022.78 450,000.00
Constructive net income.......... ... $568,561.65 $735,451.80 $643,358.74 $570,808.93
Constructive Excess Profits Credit
1936 1937 1938 1939
Constructive net income............... $568,561.65 $735,451.80 $643,358.74 $570,808.93
Add:
Capital loss deducted    ........... 2,000.00 185.54 2,000.00
Worthless securities................... 46,725.00 45,323.00
Short-term capital gain..............  1,639.21
Total.................................... $616,925.86 $782,774.80 $643,544.28 $580,169.86
Deduct:
Net capital gain......................... $ 77.84
Dividends received.................... 14,854.85 $ 27,157.20 $ 22,660.40 $ 16,543.86
Total deductions................ $ 14,932.69 $ 27,157.20 $ 22,660.40 $ 16,543.86
Excess-profits net—1941............... $601,993.17 $755,617.60 $620,883.88 $563,626.00
Average................ ............................................................................................... $635,530.16
95%—Excess-profits credit for use after 1940................................................. $603,753.65
Taxpayer’s business from the new de­
partment did not reach by the end of 
the base period the earning level it 
would have reached if the change in the 
character of the business had occurred 
two years prior to the time it did occur. 
Only 60 per cent of normal was expected 
for 1940, therefore the excess-profits 




Constructive excess-profits net in­
come above..................................... $601,993
Deduct new department................... 314,281
Remainder—regular income.............  287,711
Deduct income taxes......................... 57,673
Excess-profits net income................. 230,037
Average...............................................................
1937 1938 1939
.17 $755,617.60 $620,883.88 $563,626.00 
.78 403,160.40 357,022.78 450,000.00 
.39 352,457.20 263,861.10 113.626.00 
.95 77,946.21 48,178.36 19,914.32
.44 274,510.99 215,682.74 93,711.68
........................... A 204,485.71
New Department
1936 1937 1938 1939 '
Constructive net income................... $314,281.78 $403,160.40 $357,022.78 $450,000.00
Deduct income taxes......................... 45,982.27 59,314.06 58,908.76 74,250.00
Constructive excess-profits net.........  268,299.51 343,846.34 298,114.02 375,750.00
Average............................................................................................ 321,502.47
60%.................................................................................................. B 192,901.48
Excess-profits credit 1940—95% of A + B.................................. 377,517.83
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Relief under Section 722 for Low Invested 
Capital Corporations
By S. C. Walsh, New York
W
e all became familiar with the 
term “relief” during the de­
pression. That kind of relief was 
intended for the poor and the unfor­
tunate, regardless of whether their pov­
erty and misfortune were due to un­
happy circumstances or to their own 
inability to cope with them. To the 
many objectors who argued that relief 
would lead to pauperization, or pater­
nalism, or other evil results, the clinch­
ing reply was a repetition of that old 
slogan, “We are confronted with a 
condition, not a theory!”
In considering the language of the 
relief provisions of section 722, intended 
to help the rich (before taxes), but un­
fortunate (after taxes), we may be par­
doned for saying that “We confront a 
theory, not a condition!”
We are at the moment concerned 
with the purpose and methods of sub­
paragraph (c) of section 722. The plain 
purpose and the express purpose, as 
stated by the Senate Finance Com­
mittee, was to extend relief to corpora­
tions which, under the terms of section 
722 prior to the 1942 amendments, were 
born too late. In other words, prior to 
the inclusion of subparagraph (c), cor-. 
porations commencing business after 
December 31, 1939, were able to use 
only such excess-profits credit as they 
could compute under the invested- 
capital method. As we have learned 
from the discussion of the remedies 
available to corporations which were in 
business prior to 1940, such corpora­
tions may invoke relief upon the estab­
lishment of an amount of constructive 
base-period income, upon the basis of 
which a greater credit would result than 
upon the basis of actual base-period 
income or upon the basis of capital. In 
some instances the amount of construc­
tive base-period income depends upon 
the ability to show what could have been 
earned if adverse circumstances had not 
prevented it; in others, upon a showing 
of the earning ability if the corporations 
had been born still earlier; in still others, 
upon the proof of greater earnings in 
happier, more normal times. This last 
group may be said to be the benefici­
aries of a legislative spirit akin to that 
rousing song, the refrain of which, 
slightly paraphrased, is expressed as 
“You did it before, you could have done 
it again!”
The clue to the purpose and method 
of subparagraph (c) is found in the Sen­
ate Committee’s explanation of the 
inclusion of that subparagraph in sec­
tion 722 as follows: “Under existing law, 
a taxpayer not entitled to use the ex­
cess-profits credit based on income is 
not entitled to relief. This places in a 
disadvantageous competitive position 
corporations commencing business after 
January 1, 1940, as well as other cor­
porations deprived of such credit if the 
business is of a type showing a high 
return on invested capital, or if for some 
reason peculiar to the corporation the 
invested capital is unusually low.” 
These words carry an implication of a 
method of constructing base-period in­
come different from that available to 
corporations which were in business 
before 1940. This implication will be 
developed later.
Let us first take up in routine fashion 
the specific application of subpara­
graph (c). No doubt you all know the 
words by heart, but we may not all 
realize the practical effect and benefits. 
As was aptly said by an eminent Su­
preme Court Justice in explaining his 
interpretation of a legislative intent— 
I do not recall the exact words of his
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remark but it was to the effect that “A 
melody is more than the sum of the 
separate notes.”
What kind of corporation may seek 
relief only under subparagraph (c) ? Cor­
porations which came into existence 
after December 31, 1939 (including cor­
porations which will come into existence 
in the future), and foreign corporations 
which, although in existence prior to 
1940, are not permitted to use the in­
come credit because they failed to meet 
the requirement that they were in busi­
ness for forty-eight months prior to the 
first day of the taxable year beginning 
in 1940 and for some time during each 
taxable year in such forty-eight months. 
Now, assume that Corporation A, a 
domestic corporation, came into exist­
ence after December 31, 1939, and that 
it has an invested-capital credit of, say, 
$100,000. It cannot, of course, have an 
income credit unless it is embraced 
within the provisions of subparagraph 
(c). It has two competitors, among 
others, Corporations B and C. B began 
business in 1900 with a correspondingly 
long history of profits and losses; its 
invested-capital credit is $100,000 and 
its income credit on the basis of the 
regular base-period income is $60,000. 
B is able to build up constructive base­
period income resulting in an income 
credit of $150,000. C began business 
during the base period and has the same 
amounts of invested capital and income 
credit, respectively, as B. C also is given 
a constructive income credit of $150,- 
000. A seeks relief; what must A estab­
lish at the outset as elements in its case 
which B and C are not required to 
show? Under subparagraph (c), A must 
prove one or more of three kinds of facts, 
namely: (1) that it has intangible assets, 
not includable in invested capital, which 
make important contributions to in­
come. (The statutory phrase is that 
“the business of the taxpayer is of a 
class in which intangible assets,” etc.) 
Obviously A would have to prove that 
it has such intangible assets itself; (2) 
that its income is largely due to sources 
other than capital (again the statutory 
phrase is that “the business of the tax­
payer is of a class in which capital is not 
an important income-producing fac­
tor”) ; and (3) that its “invested capital 
is abnormally low,” that being the 
statutory phrase.
It will be noted that while these three 
specific causes for relief are markedly 
different in some respects, they are alike 
in that each implies a low invested capi­
tal, using “low” in the technical sense. 
The term “low” does not necessarily 
mean small, but merely that the amount 
of invested capital furnishes an amount 
of excess-profits credit which is “inade­
quate” as a measure of true excess 
profits.
The word “inadequate” leads me 
into a momentary digression, for which 
I hope you will forgive me, to remark 
upon the great difficulties which con­
front the taxpayer in attempting to 
place against the background of its own 
peculiar facts the vague, perhaps inevi­
tably vague, adjectives with which this 
section is filled. Such difficulties are 
illustrated and accentuated by the re­
spectful, almost slavish, fidelity of the 
administrative interpretations to the 
congressional explanations and com­
ments. “Slavish” is not used in a sar­
castic sense, since it would be a bold, 
indeed rash, official who would protrude 
his nose out of the protective tent of the 
congressional committee. Note the words 
of subparagraph (c) in the statute, in 
describing the first of the three types of 
corporations, namely “The business of 
the taxpayer is of a class in which in­
tangible assets not includable in invested 
capital . . . make important contribu­
tions to income.” We can all think of 
corporations with large amounts of in­
vested capital which have at the same 
time intangible assets, not includable in 
invested capital, making important con­
tributions to income. They would seem 
to be granted the opportunity of build­
ing up constructive base-period income
Low Invested Capital Corporations
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within the plain words of the statutory 
provision, provided the in vested-capital 
credit is “inadequate.” But the example 
cited in the Committee’s report relates 
to a class of corporations “requiring 
little invested capital but necessitating 
the establishment of contacts with the 
trade, which it was its business to sup­
ply.” The regulations use the same ex­
ample, practically word for word, but 
go on to say that “if its invested capital 
was very small, its excess-profits credit 
based on invested capital would be an 
inadequate standard for determining 
excess profits,” etc.
Again, in referring to the second type 
of corporations under subparagraph (c), 
the Committee mentions a corporate 
group of fashion consultants; the regu­
lations copy the Committee’s illustra­
tion with remarkable devotion. About 
the only difference is that where the 
Committee says “would be,” the regu­
lations say “might be,” and where the 
Committee says “ might be,” the regula­
tions say “would be.”
The remaining class of corporations 
in subparagraph (c) is described in the 
statute in a very brief phrase, namely, 
“The invested capital of the taxpayer 
is abnormally low.” Here there is a com­
plete change of concept from the first 
two classes of corporations. Classes (1) 
and (2) relate to types of business in 
which capital is usually low or “nor­
mally” low. Class (3) contemplates cor­
porations engaged in a field of business 
usually or “normally” requiring large 
invested capital, if the specific taxpayer 
does not have a large invested capital.
Earlier I referred to an implication, 
whether or not so intended, to be fairly 
derived from the Senate Committee’s 
recognition of the disadvantageous com­
petitive position of corporations com­
mencing business after the base period. 
The implication is that if other corpora­
tions are entitled under subparagraph 
(b) to build up constructive base-period 
income by virtue of any of the reasons 
and methods mentioned in that sub­
paragraph, then it would be unfair to 
deprive new corporations of the same 
privilege. But there is a further implica­
tion. In describing the first two classes 
of corporations in subparagraph (c), 
Congress obviously had in mind types 
of business in which corporations cus­
tomarily or normally made such amounts 
of income during the base period that 
the income credit would be substan­
tially larger than the invested-capital 
credit. As to these types of corpora­
tions, there is a direct invitation to com­
parison of the new corporation with the 
established corporations in the same 
field. This observation is confirmed 
upon consideration of the information 
required to be supplied by such new 
corporations in support of the applica­
tion for relief. The first group, i.e., cor­
porations having intangible assets, not 
includable in invested capital, which 
contribute materially to income, need 
state only: (1) the character of the in­
tangible assets, and (2) the names of 
. other corporations believed to be in the 
same class of business. The second 
group, i.e., corporations deriving their 
income substantially from sources other 
than capital, are required to state only:
(1) the nature of the business and “an 
explanation of why capital is not an im­
portant income-producing factor,” and
(2) the names of other corporations 
believed to be in the same class of busi­
ness. For the third class of corporation, 
i.e., with abnormally low invested capi­
tal, the information required to be fur­
nished in the application for relief is 
stated in the very brief phrase of “a 
description of the circumstances caus­
ing invested capital to be abnormally 
low.” It is to be noted that while in this 
instance the statutory phrase “abnor­
mally low” must necessitate compari­
son with other corporations considered 
to have amounts of invested capital 
normal for the particular type of busi­
ness, no definite clue is given either in 
the Committee’s report, in the regula­
tions, or in the instructions accompany­
118
Low Invested Capital Corporations
ing applications for relief, as to the 
methods which will be employed to con­
struct base-period income for the pur­
pose of an income credit. The Com­
mittee’s report and the regulations both 
use the same illustration, namely, a 
corporation which commenced business 
in 1941 with invested capital of $40,000 
but with a leased plant valued at $1,- 
000,000. It might be improper to com­
pare that corporation with another cor­
poration which has invested capital of 
$1,000,000 represented by its own plant. 
As a competitor, the second corpora­
tion might well feel abused if the first 
corporation were given the same amount 
of income credit on the basis of con­
structive base-period income, since the 
second corporation had invested so 
much more and had demonstrated its 
ability to earn a normal return on its 
invested capital.
Unquestionably, for all three types of 
taxpayers the tendency is to approach 
the scheme of relief provided in the old 
excess-profits acts of 1918 and 1921. 
Many a man is now alive who recalls 
the heartaches and the headaches of 
that protracted era. However, the 
methods of those days were simplicity 
itself compared to the present. The 
statute furnished fairly definite rules of 
determination; the chief struggles cen­
tered around the administrative proce­
dures. Also, in those days the science or 
mystery of statistics was babbling the 
vague phrases of infancy; now many of 
those vague phrases have been adopted 
by unsuspecting legislators, and the 
statistician claims, and perhaps rightly 
so, that he is the only competent inter­
preter. In this respect, bear in mind an 
extension of the implication of com­
parison. Under subparagraph (c) as a 
part of section 722 as a whole, the new 
corporation may seek support in the 
many phases of subparagraph (b). For 
example, the regulations say, among 
other references to the factors envisaged 
in subparagraph (c), “If the taxpayer 
is a member of an industry which was 
depressed during the base period or 
which has a variant business cycle or 
sporadic or intermittent periods of 
prosperity, the constructive-average 
base-period net income might be deter­
mined by reference to the average earn­
ings of comparable businesses in the 
same industry computed for a period of 
normal earnings or computed as the 
average earnings over the period of ex­
istence of the industry.” The regula­
tions also suggest the possibility of 
constructing income in a manner similar 
to that available for corporations which 
began business during the base period, 
but are deemed under subparagraph 
(b) to have commenced business or 
changed the character of the business 
two years prior to the actual event, 
namely, that demand, sales, and selling 
prices might be reconstructed for the 
base period or substituted base period 
upon the basis of conditions not actually 
or necessarily present in such period.
It would seem to follow that, at least in 
some instances, a new corporation would 
be well advised to wait until its older 
competitors had obtained all possible re­
lief under subparagraph (b) and thereby 
reap some of the fruits of their labors.
Again referring to the relief provi­
sions of the former excess-profits acts, 
some of you may recall that one of the 
major difficulties was the insistence of 
the taxing authorities upon the use of 
comparatives without the disclosure to 
the relief-seeking taxpayer of the iden­
tities of the comparatives, or in some 
instances even the combined figures for 
the entire group of comparatives of 
sales, capital, etc. It has been noted 
that for the first two types of corpora­
tions under subparagraph (c), the tax­
payer is required to state the names of 
similar corporations. In both of these 
types of businesses the statistics of 
profits, sales, etc., are not likely to be 
well known to the public or the trade, 
so that the taxpayer may find itself in 
somewhat the same position as in the 
old years.
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This paper was, I believe, intended 
to be devoted primarily to case studies. 
Frankly, I do not think the time has ar­
rived for such treatment so far as sub­
paragraph (c) is concerned. The facts 
are still too obscure, the provisions of 
the statute and the regulations are “ab­
normally” vague, and the ultimate ap­
plication and administration are too 
dependent upon the administrative and 
judicial interpretation and application 
of subparagraph (b) to permit of much 
more than general observation.
There is undoubtedly a field day 
ahead for statisticians in subparagraph 
(c). There will probably be a formidable 
struggle between the taxpayers’ statis­
ticians on the one hand, who will at­
tempt to make the Tower of Pisa look 
like the Empire State Building and the 
government statisticians on the other 
hand, who will attempt to transform 
the Waldorf-Astoria into a house of 
cards. It will be for accountants to keep 
them both from building a Tower of 
Babel.
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Selective Service
By John A. Lindquist, New York
Chairman, Committee on Accounting Manpower, American Institute of Accountants
T
otal global war has imposed de­
mands on our nation’s manpower 
without precedent in its history. 
These demands come from two fronts— 
that of the battlefield and that of the 
production line. As the shadow of the 
war in Europe and Asia approached 
closer to our shores, Congress, to pro­
vide the battlefront with an adequate 
supply of manpower, in 1940 passed a 
Selective Training and Service law. 
In this legislation, Congress, however, 
recognized the need for an adequate ci­
vilian economy behind the battle lines, 
because in section 305(e)(1) of the Act 
it provided:
"The President is authorized, under 
such rules and regulations as he may 
prescribe, to provide for the deferment 
from training and service under this 
Act ... of those men whose employ­
ment in industry, agriculture, or other 
occupations or employment, or whose 
activity in other endeavors, is found 
. . . to be necessary to the mainte­
nance of the national health, safety or 
interest.”
The Act further provides:
"No deferment from such training 
and service shall be made in the case 
of any individual except upon the basis 
of the status of such individual, and no 
such deferment shall be made of indi­
viduals by occupational groups.”
The Act provides that the provisions 
are to be administered by a Selective 
Service System through a pattern of ci­
vilian local boards and such other civil­
ian agencies, including appeal boards 
and agencies of appeal as might be nec­
essary. You are probably all generally 
familiar with the organization and func­
tioning of at least the Selective Service 
local boards, so no time need be taken 
to discuss or explain that branch of the 
Selective Service System, except to say 
that by law decisions of the local boards 
are final except when an appeal is au­
thorized in accordance with such rules 
and regulations as the President of the 
United States may prescribe.
By executive order, the President 
designated, authorized, and empowered 
the director of Selective Service to per­
form all the functions and duties vested 
in the President by the Act that relate 
to appeals from determinations of the 
boards of appeal.
The Act provides only for deferments 
of, and not exemption from, selective 
training and service, and then, on the 
grounds of occupation, only for those 
persons who in the language of the law 
are “found ... to be necessary to the 
maintenance of the national health, 
safety or interest.” By regulation a 
“necessary man in war production or in 
support of the war effort, including 
training and preparation therefor” has 
been defined to be one with respect to 
whom all the following conditions are 
satisfied:
(1) He is, or except for a seasonal or 
temporary interruption would be, 
engaged in war production or in 
support of the war effort;
(2) His removal would cause a serious 
loss of effectiveness therein; and
(3) He cannot be replaced.
You will observe that service in or to 
war production or to activities in sup­
port of the war effort is a sine qua non 
for deferment on occupational grounds 
of an individual registrant. That is im­
portant to remember.
From the outset, the primary diffi­
culty faced by professional accountants 
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was that of securing recognition of their 
support of the war effort through their 
services to those who were directly en­
gaged in war production or in support 
of the war effort. The profession is not 
engaged in activities that produce tan­
gible physical things for prosecution 
of the war, nor does it provide such 
obviously direct services to war pro­
duction as those, for example, of engi­
neers in the design of instruments of 
war or the machinery for making such 
instruments. There appears to have ex­
isted an amazing, if not appalling, 
general ignorance of the functions per­
formed or supplied by the modern pro­
fessional accountant. This is exempli­
fied by comments reported to have been 
made by members of Selective Service 
local boards when accountant employ­
ers appeared before them in cases of 
application for occupational deferment 
for staff men.
Some members have been reported to 
have remarked apropos of the auditing 
functions of the professional accountant 
that it was like the work of a commit­
tee appointed to a charity to audit its 
treasurer’s accounts. Others, in dispar­
aging claims of a scarcity of trained 
accountants, have said that there were 
plenty; that there were lots of women 
bookkeepers available to do the work of 
the men who have been taken away.
It must be said that even in higher 
quarters not too good an understanding 
has existed of the professional account­
ant’s place in the country’s economy.
It was early recognized that unless 
national authorities would adopt some 
official criterion or definition by which 
local boards might be guided in consid­
ering applications for occupational de­
ferment by professional accountants, 
complete confusion in local board deci­
sions might result and the profession be 
so depleted of personnel that it could 
not function. The efforts of a committee 
of the American Institute of Account­
ants finally resulted in the inclusion of 
accountants in Occupational Bulletin 
No. 10 as an essential activity. In doing 
this it should be noted, however, that 
no special privilege was sought for ac­
countants; no attempt was made to 
secure group occupational deferment; 
only recognition of the professional 
accountant’s services when furthering 
the war effort and, on that recognition, 
deferment in the national interest. The 
profession cannot be charged with lack 
of coöperation in the war effort; on the 
contrary, it has freely yielded of its 
ranks to the armed services, to the ci­
vilian activities of the government en­
gaged in the war effort, and to industry 
engaged in war production.
Administrative difficulties encoun­
tered by local boards in attempting to 
differentiate among the vast group of 
registrants that promptly claimed to be 
accountants within the meaning of Oc­
cupational Bulletin No. 10, led to a 
decision to remove accountants from 
the list of essential activities.
Learning of this, a committee of the 
Institute conferred with administration 
officials in Washington, and in Selective 
Service Occupational Bulletin No. 43 re­
lating to
“Supplying technical, scientific and 
specialized, management, and labor re­
lations services to the war production 
program arid to activities essential to 
support of the war effort,”
accounting services were given contin­
ued classification as an essential ac­
tivity. Also, for the first time the certi­
fied public accountant was officially 
named as being in an essential occupa­
tion. This bulletin later became Activ­
ity and Occupation Bulletin No. 35.
Again administrative difficulties were 
encountered by the Selective Service 
system in applying Activity and Occu­
pation Bulletin No. 35. The Institute’s 
committee on accounting manpower 
learned that these administrative diffi­
culties had convinced some officials 
of the War Manpower Commission 
that accountants should be dropped 
from the list of essential activities. Once
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more the Institute’s committee dis­
cussed the problems with Washington 
officials, and in Selective Service Local 
Board Memorandum No. 115, as amended 
August 16, 1943, among professional 
and scientific occupations listed as criti­
cal are included certified public ac­
countants and those accountants who 
have comparable training, experience, 
or responsibilities. Accounting services 
are still construed as an essential ac­
tivity in Activity and Occupation Bul­
letin No. 35.
It is important to remember, how­
ever, that despite the recognition given 
accounting services as an essential ac­
tivity, and to certified public account­
ants, or their equivalent, as a critical 
occupation, accountants do not ipso 
facto become entitled to occupational 
deferment. Occupational deferment is 
granted only on a showing that a par­
ticular registrant is engaged in support 
of the war effort—that means that he 
serves activities that are themselves 
engaged in war production or in support 
of the war effort. He must also be irre­
placeable by reason of special training, 
qualifications, or skill—there must be a 
shortage of persons of at least like train­
ing, qualifications, or skill. This is wholly 
within the letter and spirit of the Selec­
tive Service Training and Service Act.
All this is merely to highlight the 
conditions precedent to occupational 
deferment, and what the Institute has 
done and accomplished in the effort to 
establish a basis by which local boards, 
in the national interest, may deal more 
uniformly, and more intelligently, with 
professional accountants who are entitled 
to occupational deferment by reason 
of their activities.
How is deferment secured ? What ma­
chinery has been provided to that end? 
You are probably all by this time fa­
miliar with form 42-A—Affidavit-Occu­
pational Classification, so that no time 
need be taken to discuss its preparation 
or the method of filing. You probably 
also are familiar with the procedure of 
appeal by an employer from the classi­
fication of a registrant by the Selective 
Service local board, which, as you are 
aware, must be made in writing but un­
der general regulations need not be in 
any particular form. In addition to the 
employer, the regulations specifically 
provide that an appeal to an appeal 
board from a determination by a local 
board, may be made at any time by 
either the state director of Selective 
Service, or the director of Selective 
Service. An appeal from a decision of a 
board of appeal, can under the regula­
tions be made only to the President. A 
request may, however, be made by the 
director of Selective Service or by a 
state director of Selective Service to a 
board of appeal for reconsideration of a 
decision by the board of appeal.
The regulations provide an intra Se­
lective Service System agency and 
method for appeal. At any time within 
fifteen days after the date when the lo­
cal board mails to a registrant a notice 
of classification, or at any time before a 
registrant is mailed an order to report 
for induction, the government appeal 
agent, if he decides it to be in the na­
tional interest or necessary to avoid an 
injustice, may prepare and place in the 
registrant’s file a recommendation that 
the state director of Selective Service 
either request the board of appeal to 
reconsider its determination or appeal 
to the President. The registrant’s file 
shall then be forwarded to the state 
director of Selective Service for such 
action as he may consider appropriate 
in the circumstances. This suggests the 
advisability of a reference to the govern­
ment appeal agent of any cases in which 
it is believed an improper determination 
has been made on an application for 
occupational deferment.
When the state director of Selective 
Service or the director of Selective 
Service deems it to be in the national 
interest or necessary to avoid an injus­
tice, he may appeal to the President 
from any determination of a board of 
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appeal. Any person who has filed writ­
ten information as to the occupational 
status of a registrant may, at any time 
within fifteen days after the mailing 
by the local board of the notice of classi­
fication notifying the registrant that the 
local board classification has been af­
firmed or changed, appeal to the Presi­
dent provided the registrant was classi­
fied by the board of appeal in either 
Class 1-A, Class 1-A-O, or Class IV-E, 
provided—and this is important to 
such an appeal—one or more members 
of the board of appeal dissented from 
such classification. The procedure for 
taking an appeal to the President under 
such circumstances is outlined in the 
regulations and is too lengthy to deal 
with in the time allotted to this subject.
An employer has available a method 
for making a group application for de­
ferment of employees for whom occu­
pational deferment may be available. 
This is the replacement schedule. It is 
made up in two parts: The replacement 
summary, which presents an analysis 
of the employer’s personnel; and the 
replacement list, on which are listed all 
men who must be considered for replace­
ment and the month or period in which 
such replacements are expected to be 
made. When accepted by a state Selec­
tive Service director, the replacement 
schedule is implemented by filing for 
each person listed on the replacement 
list a form 42-A with the Selective 
Service local board with which a listed 
person is registered, imprinting on form 
42-A a prescribed legend which is a 
notice to the local board of the filing 
with, and acceptance by, the state 
Selective Service director of a replace­
ment schedule. A number of accounting 
firms have reported that they have filed 
replacement schedules and have been 
well satisfied with the results. The in­
structions for the preparation and filing 
of replacement schedules are too lengthy 
to be dealt with here. They may be ob­
tained from the state director of Selec­
tive Service.
An agency of the Wat Manpower 
Commission that has proved exceed­
ingly helpful in dealing with problems 
of the profession under the Selective 
Training and Service Act, and with 
cases of individual registrants, has been 
the National Roster of Scientific and 
Specialized Personnel. The Institute’s 
committee on accounting manpower has 
advised the membership concerning this 
agency and has recommended registra­
tion with it by professional accountants, 
particularly those whose training and 
experience qualify them to be consid­
ered as essential. Information has re­
cently come to hand to the effect that 
procedures have been approved by the 
War Manpower Commission and sent to 
all local employment offices of the 
United States Employment Service, re­
quiring those offices in every case in 
which a decision cannot be made locally 
under Memorandum No. 115-B, to call 
on the National Roster for advice and 
decision. This makes registration with 
the Roster more than ever advisable.
It is worth while to give some consid­
eration to Memorandum No. 115-B, 
which is dated September 1, 1943, and 
has already been mentioned. It provides 
that:
“Local boards are directed that 
whenever, after the most careful con­
sideration, they conclude a registrant 
who is alleged to be in a critical occu­
pation in war production or in support 
of the war effort is not entitled to occu­
pational deferment on the basis of his 
present employment, to refer the regis­
trant’s name and present occupation, 
together with a statement of his skills 
and qualifications and place of present 
employment, to the local office of the 
United States Employment Service in 
the area in which the Board is located.”
This reference is mandatory if no 
appeal is taken within the period af­
forded the registrant to take an appeal 
following classification in 1-A; or if an 
appeal was taken and the registrant is 
continued in Class 1-A on appeal. Local 
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boards are required to delay the issuance 
of an order to report for induction for 
thirty days from the date of referral 
to the United States Employment Serv­
ice. The entry of the United States 
Employment Service as a factor in con­
sidering occupational deferment for a 
registrant in a critical occupation, 
makes virtually necessary the registra­
tion of an accounting firm as an essen­
tial activity by the War Manpower 
Commission under General Order No. 
7. Without such registration the United 
States Employment Service may well 
find, as it has been reported to have 
found in one case, that a registrant is 
not entitled to deferment, because al­
though he is in an occupation classed 
as critical because of the shortage of 
persons possessed of his training, skill, 
and experience, he is not engaged in an 
essential activity. The rules and pro­
cedures for registration as an essential 
activity vary from area to area and 
should be obtained from the local office 
of the War Manpower Commission. 
Obviously, however, a firm to be found 
engaged in an essential activity, would 
have to show that at least a preponder­
ance of its services are rendered to ac­
tivities engaged in war production or 
in support of the war effort. The re­
quired proportion varies in different 
localities.
What has been said cannot in the very 
nature of things, because of time limita­
tions, be more than cursory. An attempt 
has been made to point out certain facts 
about the Selective Training and Serv­
ice Act, and its administration, that are 
of importance to professional account­
ants. What new problems may arise for 
accountants in the country’s attempt to 
deal fairly, and for its interest most 
advantageously, with the manpower 
problems engendered by the war, can­
not be foreseen. National service legis­
lation that would empower the national 
authorities to determine the place of 
each man or woman in the war effort, 
has been suggested. Bills to that end 
have actually been introduced and are 
being considered in Congress. What our 
national legislature will do is at the 
moment a guess—and on that yours is 
as good as mine.
Wage and Job Stabilization—48-Hour Week
By Frank Wilbur Main, Pennsylvania
Member, American Institute of Accountants
O
ver the years independent public 
 accountants, while burdened 
with technical accounting, cost, 
financial, and operating questions relat­
ing to their practice, have prided them­
selves on their professional status and 
their freedom from many of the vexa­
tious personnel and regulatory prob­
lems to which ordinary businesses were 
subjected. That day has passed. Faced 
with wage and job stabilization and, 
more recently, the 48-hour week, at 
least in certain sections of the country, 
the independent accountant, like the 
businessman, is forced to develop a 
philosophy if he is to do a top job pro­
fessionally, and to meet all of the gov­
ernmental regulations. Each individual, 
being different from every other, must 
work out his own particular philosophy. 
There are certain philosophies, however, 
which we can all apply with profit. 
One of my favorite philosophers is col­
ored Mandy. Mandy was a Negress, 
about 75 years of age, perhaps a little 
older—maybe a little bit younger—no­
body knew. Mandy had worked hard 
and yet had retained a youthful appear­
ance and a youthful vigor. One of her 
friends said to her one day:
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“Mandy, how is it that you have 
worked so hard and kept so young?” 
Mandy thought a moment and then re­
plied :
“When ah works, ah sure works 
hard; when ah sits, ah sure sits 
loose; and when ah starts to worry, 
ah goes to sleep!”
Perhaps we accountants will have 
fewer gray hairs if, in our governmental 
relations respecting our personnel prob­
lems, we can work hard, not take our­
selves too seriously, and not worry. 
With the confusion which exists re­
specting wage and salary increases, job 
stabilization, and the 48-hour week, we 
must practice all three.
When assigned my subject, “Wage 
and Job Stabilization—48-Hour Week,” 
I immediately contacted many leading 
accountants throughout the country 
for the purpose of ascertaining their ex­
perience and that of their firms. With 
minor exceptions, I have received full 
cooperation and, as a result, I am able 
to present to you the experience of a 
fairly representative cross-section of our 
profession. I want to take this occasion 
to thank again all those who have as­
sisted me. I am appearing before you 
today very largely in the role of a re­
porter, and I trust that this address will 
be followed by a discussion which will 
perhaps throw light on some of the 
practical questions that have been both­
ering many of us.
Under date of October 2, 1942, Con­
gress passed Public Law 729, Seventy­
seventh Congress, in respect to stabi­
lization of wages and salaries. Under 
date of October 3, 1942, the President 
issued Executive Order 9250, providing 
for the stabilizing of the national econ­
omy, the establishment of an office of 
economic stabilization, wage-and-salary 
stabilization policy, and administration 
of wage-and-salary policy. Under this 
action, a director of economic stabiliza­
tion was appointed, and specific ma­
chinery was set up for the stabilization 
and control of wages and salaries. We 
do not have time to go into detail, but it 
is sufficient for us to say that if public 
accountants are subject to this order, 
all wage increases or classification sched­
ules in respect to salaries of less than 
$200 a month must be approved by the 
War Labor Board, and all salaries or 
classifications of salaries of $200 a 
month and more must be approved by 
the Treasury Department through the 
Commissioner of Internal Revenue 
through one of the established offices 
created for this purpose, provided only 
that the practitioner has more than 
eight employees.
I raise the question as to whether 
wage and salary stabilization applies to 
public accountants because there is a 
very definite belief on the part of a 
considerable group of accountants that 
the same does not apply, for the reason 
that any changes in salaries that they 
may make come under the exceptions 
provided in the order of the economic 
stabilization director:
“Sec. 4001.10. In the case, however, 
of a reasonable increase in the rate at 
which the salary (exclusive of bonuses 
and additional compensation) is com­
puted, made both in accordance with 
the terms of a salary plan or a salary 
rate schedule and as a result of
(a) Individual promotions or reclassi­
fications,
(b) Individual merit increases within 
established salary rate ranges,
(c) Operation of an established plan of 
salary increases based on length of 
service within established rate 
ranges,
(d) Increased productivity under in­
centive plans,
(e) Operation of a trainee system, or
(f) Such other reasons or circum­
stances as may be prescribed in 
orders, rulings, or regulations, pro­
mulgated under the authority of 
these regulations,
no prior approval of the Board or the 
Commissioner is required. No such ad­
justment shall increase the level of pro­
duction costs appreciably or furnish the 
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basis either to increase prices or to 
resist otherwise justifiable reductions 
in prices or furnish the basis of further 
wage or salary adjustments.”
Those who feel that they come under 
the exceptions listed in the stabiliza­
tion act and order seem to be in the mi­
nority. While there are some who feel 
that their staff salaries are not subject to 
approval, either in the case of those 
making less than $200 a month or those 
making $200 or more a month, there 
are others who feel that the salaries of 
their staff members making less than 
$200 a month are subject to approval, 
but are satisfied that those making $200 
or more a month are not subject to the 
said act and order. On the other hand, 
there are those who feel that the salaries 
of their staff members making $200 or 
more a month are subject to approval, 
but are satisfied that those making less 
than $200 a month are not subject to 
approval, except in special cases.
The majority of accountants through­
out the country, however, seem to be­
lieve that they are subject to the act 
and the order and have taken steps to 
comply with the same. Certain practi­
tioners have been filing requests for 
individual increases. The majority, how­
ever, if my survey is truly representa­
tive, have filed classification schedules 
before both the War Labor Board and 
the Treasury Department, the one in 
respect to salaries under $200 a month 
and the other in respect to those of $200 
and over a month. The experience of the 
practitioners has not been at all uni­
form. Generally speaking, the practi­
tioners reporting to me have had com­
paratively little trouble with their 
classification schedules in respect to sal­
aries of $200 a month and more. There 
has been much more difficulty in respect 
to classification schedules covering sala­
ries under $200 a month. So far as I 
have been able to ascertain, all prac­
titioners have acted independently.
To illustrate the method which I be­
lieve has been followed generally, I will 
refer to the case of my own firm. After 
consultation with our attorneys, we de­
cided that we would file classification 
schedules, even though there was a 
question in our minds as to whether, in 
view of our previous practices, we were 
subject to the act and order. A careful 
statement was prepared, setting out the 
policy which had been followed in re­
spect to salary increases for a period of 
35 years. The classifications of our staff 
earning $200 and over a month were 
carefully set up. Procedures which were 
followed were also explained. We frankly 
stated that, prior to the time of the sub­
mission of the statement, our policies, 
practices, and procedures had not been 
reduced to writing. This classification 
schedule was approved. In connection 
with the classification schedule covering 
salaries of less than $200, we likewise 
submitted a statement and schedule. 
The first statement filed, while applica­
ble to one office, was not inclusive in 
all classifications in either the lower or 
the higher limitations. A supplemental 
classification schedule was filed, and 
later another classification schedule 
was filed applicable to only one office.
It is my observation that the federal 
authorities are not so much interested 
in the practice of the profession as a 
whole as they are in the previous prac­
tices and policies of the firm applying 
for permission to increase salaries or to 
file classification schedules. So far as I 
know, there has never been any decision 
as to whether public accountants come 
under the exceptions listed in the act 
and the Presidential order. In the mean­
time, I have no doubt that each practi­
tioner will continue to act under his 
own best judgment and the advice of 
his own counsel.
Concerning job stabilization (Exec­
utive Order 9328, April 8, 1943), the 
limitation in respect to employees 
changing from one concern to another, 
if the industry is of a critical character, 
has resulted in increasing the difficulties 
in obtaining stenographic and clerical 
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employees. In reference to the members 
of the accounting staff, there have been 
so few trained accountants available 
that the problem on this score appar­
ently has not been unusually trouble­
some. Certain practitioners have served 
notice on a few of their employees who 
wanted to leave to take positions in pri­
vate industry that they were not per­
mitted to do so. Generally speaking, the 
accountants throughout the country 
seem to feel, however, that if an em­
ployee wants to leave, the only sensible 
thing to do is to give him a release, as a 
dissatisfied professional employee is of 
little value. I am assuming in such cases 
the change is to a critical industry. 
Having in mind the more recent regu­
lations, it is quite evident that the inde­
pendent public accountants are going 
to be compelled at least to review their 
position respecting releases.
With reference to the 48-hour week, 
the President of the United States, by 
Executive Order 9301 dated February 
9, 1943, established a minimum war­
time work week of 48 hours in such 
areas as might later be declared “criti­
cal.” The 48-hour week was to apply to 
all employers of eight or more workers in 
areas or activities designated as subject 
to the provisions of said order. The War 
Manpower Commission established four 
groups—group 1 comprising areas of 
current acute labor shortage; groups 2 
and 3 comprising areas of progressively 
less labor stringency; and group 4 com­
prising areas in which labor was believed 
to be not only adequate, but would con­
tinue to be adequate. In the areas com­
prising group 1 the War Manpower 
Commission ordered that the 48-hour 
week go into effect on April 1. This was 
originally the date set also for group 2. 
Later the date for group 2 was post­
poned to August 1, on which date it 
went into effect only in respect to cer­
tain branches of the steel industry.
It is only in areas comprising group 1 
that the public accountants are now af­
fected. The cities in group 1 are com­
paratively few in number; consequently 
the great majority of practitioners have 
not as yet been affected by the 48-hour 
week. Among cities affected are Detroit, 
San Francisco, Los Angeles, Akron, and 
Baltimore.
In Michigan the State Society, in 
coöperation with the practitioners in De­
troit employing eight or more employ­
ees, presented the situation in respect to 
the public accounting profession in a 
very complete manner to the District 
Director of the War Manpower Com­
mission. An extension from April 1 to 
April 15, 1943, for the filing of individ­
ual requests by employers desiring to 
establish a minimum work week of less 
than 48 hours was granted. This was 
followed by a presentation of data by 
the individual practitioners. Under later 
dates the individual firms were granted 
permission to establish a minimum 
wartime week as follows:
Technical employees............................................ 46 hours on an annual average
Statistical typists................................................. 44 hours on an annual average
All other employees............................................. 40 hours on an annual average
The big advantage of this conces­
sion was that the time was calculated 
on an average week for the year. On 
October 1, 1943, and each three months 
thereafter a report is to be filed with the 
Detroit director, showing the average 
number of hours worked each week, etc. 
Certain limitations were also placed on 
the Detroit accountants in respect to 
the hiring of additional employees until 
such time as a full 48-hour week had 
been put into effect. The experience of 
the Detroit accountants is evidence of 
what can be accomplished by coopera­
tive effort through a state society.
The 48-hour week likewise has been 
up for consideration by the San Fran­
cisco and Los Angeles chapters of the 
California Society. The action in San 
Francisco, as I understand it, is being 
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taken by the individual firms. At least 
one firm in San Francisco has adopted 
the principle of the 48-hour week for the 
technical staff and has asked for the 44- 
hour week for the office staff. The Los 
Angeles Chapter presented data to the 
area director of the War Manpower 
Commission in reference to the public 
accounting situation there. This was 
followed by submission of data by the 
individual practitioners with eight or 
more employees. It is my understand­
ing that exemption was granted to pub­
lic accountants, with the understand­
ing that no public accountant would in­
crease his staff beyond the peak total 
reached during the year ended June 30, 
1943. This, I understand, was satisfac­
tory to the Los Angeles accountants.
From my investigation it appears 
that, generally speaking, the state so­
cieties in the other areas affected by the 
48-hour week have taken no particular 
action. What action has been taken 
elsewhere has apparently been by indi­
vidual firms. In certain cases, I under­
stand exemption has been granted to 
individual firms.
It is my personal opinion that profes­
sional firms have a just basis in asking 
for exemption from the order, not so 
much because of the fact that they work 
many more than 48 hours a week during 
certain periods of the year, but rather 
because of the fact that their work is 
subject to the convenience and needs 
of their clients. No one, I believe, 
would say that a doctor is subject to 
any particular number of hours each 
week. If he is truly a professional man, 
he will serve his patients, in accordance 
with their needs, to the limit of his abil­
ity. I realize that certain phases of our 
work are to a greater or less extent rou­
tine. Perhaps in critical areas we should, 
therefore, lengthen the working week 
of our statistical and clerical employees. 
In my opinion, however, no rigid limit 
should be willingly accepted for staff 
accountants.
My final suggestion is that, as addi­
tional areas come under the 48-hour 
week, if such should be the case, the 
officers of the state societies of such 
districts get in touch with the state 
societies in the regions already affected.
Problems of Wartime Practice in Expanding 
or Limiting Services
By Edward J. McDevitt, Massachusetts
Member, American Institute of Accountants
IT seems to me that the function of this paper should be to record the experience of some representative practicing public accountants who have 
tried to meet the problems of wartime 
practice, particularly as they relate to 
the expansion or limitation of services 
rendered prior to the war, in the hope 
that it may develop some discussion 
and bring about an exchange of ideas 
which will be helpful to the entire pro­
fession in meeting similar problems. It 
was brought out clearly in the papers 
presented at the 1942 annual meeting 
of ' this organization that public ac­
countants were facing a period of great 
demand for their services which would 
be accompanied by a shortage of trained 
personnel, yet there was entire agree­
ment that there must be no lowering of 
accepted auditing standards.
Expansion in Form of New Services
Despite that warning, I doubt if many 
public accountants realized the extent 
to which the demand for their services 
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would grow or how many new types of 
service, which were not previously ren­
dered, they would be called upon to 
perform. Undoubtedly, some felt that 
they might be called upon to assist in 
renegotiation procedure and eventually, 
perhaps after the war, in matters of 
contract termination. However, the ex­
perience of most accountants has been 
that they have had to do much of the 
work required in the preparation of al­
location statements for renegotiation 
proceedings, partly because clients’ 
organizations have been unable to 
supply the manpower and partly because 
the accountant could talk the language 
of the renegotiators. Because of rapid 
changes in the requirements of the 
Army and Navy procurement offices, 
many accountants have already en­
countered problems of contract termi­
nation requiring much study and care­
ful presentation, and long before these 
problems were anticipated. Some of you 
have undoubtedly been called upon to 
audit and certify to costs of facilities 
under government contracts, and I have 
had the interesting experience of presid­
ing and acting as teller at a plant elec­
tion for the choice of a union bargain­
ing representative. In addition to those 
new services, many accountants have 
been called upon to prepare for their 
clients petitions to Salary Stabilization 
Units and War Labor Board represen­
tatives for salary and wage increases, 
and to appear on behalf of those peti­
tioners. Others have been called upon 
to prepare job classifications in order 
that salary and wage increases might 
be made without requiring authoriza­
tion. Preparation of quarterly and an­
nual reports for the OPA may also be 
mentioned as new service, along with 
many similar matters known to you.
Additional Requirements of 
Existing Services
Not only have public accountants 
had demands upon their time in the 
form of new types of service, but much 
additional attention has been required 
by clients in relation to existing serv­
ices. Changes in clients’ personnel have 
required instruction from the account­
ant; revised accounting procedure has 
had to be designed to meet changed 
conditions, and in the case of account­
ants specializing in cost work, constant 
supervision has been necessary to meet 
new problems and to iron out difficul­
ties disclosed as wartime costs have 
been developed.
None of you needs to be reminded of 
the great increase in tax work incidental 
to wartime practice as a public account­
ant. Most of you have just experienced 
for the first time the problems inci­
dental to the quarterly income-tax dec­
laration or estimate and, regardless of 
how much its importance may have been 
minimized, those problems must have 
consumed much of your time. Shortly 
before that, you were on the receiving 
end of inquiries relating to the with­
holding features of the new pay-as-you- 
go tax law. Those of you who were fore­
sighted enough to obtain extensions of 
time for filing federal excess-profits-tax 
returns for 1942 may have applications 
for special relief awaiting your atten­
tion when you return home but in rela­
tion to 1940 and 1941 excess-profits 
taxes you probably spent many hours 
of the hot summer reconstructing sub­
normal base-period earnings. Other ac­
countants report that breakdowns in 
clients’ internal control, upon which 
reliance was formerly placed, have re­
quired much additional time on ordi­
nary audits. The desirable tendency of 
management to consult more frequently 
with accountants on management prob­
lems has also added to our respon­
sibilities.
Effect of Such Expansion
Naturally the time requirements of 
such new services and expansion of 
existing services have resulted in long 
hours of work and a great spreading of 
the available manpower in account­
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ants’ offices when that was possible. 
However, inquiry among many ac­
countants has disclosed some interest­
ing facts in that connection. The very 
nature of the additional work has re­
quired the attention of the seniors and 
supervisors who are most familiar with 
the affairs of the clients affected, so that 
those men have been tied up for long 
periods on matters which require few, 
if any, assistants. As a result, regular 
auditing work has often been delayed, 
thus causing much idle time for junior 
men. In other cases, loss of trained per­
sonnel by valued clients has resulted in 
full-time employment, at regular rates, 
of seniors familiar with their affairs, 
acting in the capacity of assistant comp­
trollers, etc. Undoubtedly many of you 
have felt the effect, particularly in time 
requirements and need for unusual su­
pervision, of the use of staff assistants 
who are not up to the standard of your 
former employees. One of the account­
ants who replied to my inquiry pointed 
out that behind this dark cloud there is 
a silver lining. The men engaged on this 
special work realize that it gives them 
valuable experience which is well worth 
their sacrifices, and that, in addition, it 
represents a real contribution to the 
war effort.
What Can Accountants Do 
To Help Themselves?
Preparatory Work by Clients
Incidental to the preparation of this 
paper, inquiry was made among many 
accountants as to what they were doing 
to meet these problems of expanding 
service. Statements on Auditing Pro­
cedure No. 10, of the committee on 
auditing procedure of the American 
Institute of Accountants, and several 
of the papers presented at the Insti­
tute’s 1942 annual meeting, contained 
some excellent suggestions for the use 
of a client’s organization in preparing 
working papers formerly prepared by 
the accountant’s staff, and in my own 
practice I have tried (with only fair 
success) to obtain such assistance in 
matters of accounts-receivable ageing, 
expense analyses, etc. Therefore, I was 
not surprised when representatives of 
several large firms informed me that 
their recent experience had been in re­
verse; that they were not getting as 
much help from clients now as they did 
before the war.
Curtailment of Services
It has been suggested that some ac­
countants might attempt to meet the 
requirements of wartime practice by 
limiting the scope of their regular audits, 
reducing tests or otherwise curtailing 
regular services, so that instead of 
making certified audits they should 
make only a limited investigation and 
qualify their certificates accordingly. 
As far as I have been able to determine, 
this suggestion has not met with much 
favor among practicing accountants. 
Those with whom I have talked about 
it, have all agreed that such procedure 
would, without question, result in a 
lowering of standards—a distinct back­
ward step which should be the last 
resort for relief. They also felt that it 
would be difficult after the war to con­
vince clients, when they may well be 
looking for opportunities to reduce their 
expenses, that a curtailed examination 
which was satisfactory during the war 
would not be satisfactory in a period of 
depression. Nevertheless, a few account­
ants of high standing did report that if 
conditions continued to get worse they 
would have to limit the scope of some 
examinations this coming winter. That 
proposal immediately gives rise to the 
questions, “How much test checking is 
enough?” and “How much reliance 
can be placed on internal control under 
present conditions?” Also, how should 
reports be worded on the basis of such 
limited examinations?
I believe, however, that there has 
been some relief obtained through cur­
tailment or delay in the auditing of non­
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essential organizations. Several account­
ants reported to me in the late summer 
that they were only then completing 
reports of 1942 examinations of social 
service organizations, hospitals, etc. 
One interesting example of curtailment 
was reported as resulting from the 
improved financial condition of the 
client.
Except in public-utility and similar 
audits, I have not found many in­
stances of interim confirmation of ac­
counts receivable, and I believe there 
has been an even smaller use of the sug­
gestion that, in cases where internal 
control is adequate, confirmation of ac­
counts payable may also be made at the 
time of an interim examination. There 
seems to have been a greater tendency 
to adopt the procedure of verifying 
physical inventories with book inven­
tories at interim examinations, but the 
shortage of manpower has probably 
limited the expansion of that procedure, 
which seems to offer an excellent oppor­
tunity to reduce year-end pressure.
Some small practitioners known to 
me have, with the approval of their 
clients, curtailed their tax practice be­
yond the preparation of returns by ar­
ranging for larger firms, in their own or 
nearby cities, having established tax 
departments to prepare tax protests, 
applications for special relief, etc.
Many of you are aware of the large 
saving in travel time and expense which 
has been accomplished by members of 
the Institute who do not have branch 
offices, by means of a working agree­
ment with other members located in 
cities where their clients have branch 
offices, and I was interested to learn of 
recent increases in this practice. George 
P. Ellis, our vice-president, reported in 
the August issue of The Journal of Ac­
countancy that the adoption of the natu­
ral business year has received great 
impetus in recent months, which is very 
helpful. In Boston, The Community 
Fund made a well-intentioned effort to 
get all of its agencies on a uniform fiscal 
year, but the result was unfortunate 
because most of them adopted the cal­
endar year which the Fund itself was 
following. Similarly, I learned recently 
that the National War Fund has re­
quired all of its participating agencies 
to revert to a calendar-year budget.
Loss of Old Clients—Refusal of New Ones
Having regard to the possibility that 
the difficulties referred to above, com­
bined with transportation problems, 
etc., might have resulted in the loss of 
clients in some cases, inquiry was made 
relative thereto. No cases of lost clients 
were reported to me, but a few account­
ants replied that they faced that possi­
bility in some cases because they were 
unable to give the service which the 
clients demanded.
Similarly, I was interested to learn 
that several accountants had found it 
necessary to refuse new business which 
was attractive, and that others had 
been required to refuse to do additional 
work for old clients. Some of the smaller 
practitioners with few or no assistants 
have undoubtedly had this experience. 
Unquestionably, there has been a marked 
tendency to refuse cases of “shoppers” 
who have in the past made a practice of 
offering their work to several account­
ants on a fixed-fee basis in order to ob­
tain the lowest possible bid.
Summary
Summarizing the foregoing comments, 
there seems to be unanimous agreement 
that there has been a great increase in 
the amount of work required of public 
accountants in wartime practice, and 
that there has been little or no oppor­
tunity to curtail services to compensate 
for such increase. Most accountants 
seem to feel that clients must be edu­
cated to expect delays in reports, to ask 
for extensions of time for filing tax re­
turns and similar reports, and to be 
reconciled to larger fees. On the part of 
the accountant, he must expect long 
hours, less administrative work and
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to keep all clients satisfied, even thoughmore supervisory work for partners, and
he must avoid as far as possible giving few of them will be happy about the 
too much time to favorite clients if he is whole thing.
Staff Replacements
By Harold R. Caffyn, New York
Member, American Institute of Accountants
W
hen your chairman asked me to 
present a paper on “Staff Re­
placements” to this meeting, 
my first observation was to the effect 
that this was a dead subject. It seemed 
that any effective work on this trying 
problem must have been done months 
ago or could not be done at all—that the 
subject was now academic. Second 
thoughts, however, led to the conclu­
sion that there would be no person in 
the audience who had not had intensive 
practical experience with the subject, 
and that there might be interest, at 
least, in exchanging thoughts with re­
spect to our experiences. Certainly con­
sideration of future problems may result 
in foresighted action. This paper is 
based on the experience and conclusions 
of one firm of fair size. The views of 
others should be developed in discussion.
It is hardly necessary to dwell in de­
tail on the factors causing the staff re­
placement problem. Regular staff men 
in every accountant’s office volunteered 
or were drafted for service. Clients 
made offers of employment to experi­
enced men, so favorable that employers 
could not in fairness recommend that 
they be declined. Similar offers came 
from outside industrial firms. Even fel­
low practitioners encroached a little. 
To make matters worse, the govern­
ment itself started circularizing staff 
members with offers that looked almost 
too good to be true. Even where losses 
were to the armed forces alone, they 
added up to a serious break in the line.
To aggravate the problem—more cli­
ents and more work for both old and 
new clients, less routine checking and 
more special work, calling for a high 
degree of technical skill and experience.
The customary sources of replace­
ment-college graduates, temporary 
men—were exhausted. New sources had 
to be found. Some of those tried were:
Older men
Men from industry (particularly those 
over draft age or draft deferred)
Women
Men transferred to the enlisted reserve 
Accelerated upgrading resulting from 
general or specific training
I will discuss some of these in detail.
Older Men
In our own experience, these were 
mostly men who wanted to help out 
during the war period and who were not 
particularly concerned with postwar 
employment. Some had had excellent 
experience as treasurers or responsible 
officers in commercial organizations. 
Their outstanding qualification has 
been in the fact that auditing made 
sense to them even though they may 
have had no experience professionally. 
These older men have helped greatly. 
We have found them usually more de­
liberate and slower than the average 
staff member of the past. This charac­
teristic had to be recognized in assign­
ing them. They have helped most where 
speed or output were not of primary 
importance, but where careful detailed 
work was called for. They have helped, 
too, on the small job in the middle of 
the busy season for a fine old client 
with records in poor order and full of 
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practical problems. Except for the 
availability of these sensible oldsters, it 
might be necessary to divert a senior 
or partner from directing the activities of 
others on more significant engagements.
Men from Industry (Particularly 
Those Over Draft Age or Draft 
Deferred)
Many men with good accounting 
training, who had tried unsuccessfully 
years ago to enter the public account­
ing field and had finally taken com­
mercial accounting positions, and many 
others who supplemented their com­
mercial experience by evening study, 
have recently welcomed an opportunity 
to enter the professional field. Some of 
these have fitted in well. However, in 
many instances their development has 
been along specific lines, valuable to the 
commercial organizations employing 
them, but of less value from the view­
point of the public accountant. Conse­
quently, it has frequently been difficult 
to arrange a basis of compensation ac­
ceptable to them, fair to other staff 
members, and permissible under the 
salary-stablization regulations. Less dif­
ficulty is met where the line of speciali­
zation is similar to the practice of the 
accountant. For instance, a practice in­
cluding banks, savings associations, 
etc., can utilize men with experience in 
such organizations and release other 
men whose general public accounting 
training and experience qualify them 
for more difficult or more essential work.
Women
Our experience with women as mem­
bers of our accounting staff began in 
February, 1942. Most of those inter­
viewed had majored in accounting and 
had had years of practical experience 
in private accounting work. Typical of 
these were:
Miss A—BBA 1935, MS 1942. About 
five years of experience, in part book­
keeping and in part teaching book­
keeping and accounting.
Miss B—Accounting major. About 
twelve years of experience, the great­
er part of which had been as an in- 
charge bookkeeper or chief account­
ant. Experience was largely with four 
organizations, in one of which—a me­
dium-sized manufacturing company 
with subsidiaries—she had been head 
of the accounting department for two 
years.
Miss C—Accounting major almost com­
pleted. Seven and one-half years ex­
perience with a large department 
store starting with budget depart­
ment work in the statistical depart­
ment, progressing to head of ac- 
counts-payable department in charge 
of thirty-five girls. She had then had 
three years as head bookkeeper for 
some five hundred stores controlling 
a staff of about twenty girls. Her re­
sponsibility had included general and 
private ledgers. This experience was 
followed by about four years as office 
manager for a professional organiza­
tion.
Miss D—About thirteen years as secre­
tary to the president of a large insur­
ance company, during which time she 
took an accounting major.
Miss E—Accounting major and about 
six months bookkeeping.
Miss F—Accounting major plus ten 
years experience as accountant in 
charge of the books of various banks 
in course of liquidation.
Other women have been taken on 
since our initial try. Most of them have 
done some work for their accounting 
majors and have had some practical 
bookkeeping or accounting experience. 
One woman, to my surprise, turned up 
early in 1943 with eight years public 
accounting experience in the field.
Our experience with these women ac­
countants has been very satisfactory. 
Of course, they can do junior work. 
Some of them are doing and, I think, 
they all can do in time, semi-senior 
work. We don’t yet know how many of 
them will become seniors. Some cer­
tainly can. Almost all look forward to 
their CPA degrees. Generally speaking, 
this group has done as well as a group of
134
Staff Replacements
men with similar training or experience 
would have done. You will undoubtedly 
ask some of the questions we asked our­
selves originally.
Have clients objected? No. Clients 
who are told of the training and experi­
ence such women bring to their job 
have shown themselves willing to give 
them a trial. From that point on, it 
has been up to the women to demon­
strate to the clients that they know 
their accounting and to us that they 
know how to audit under direction. 
Their average is high on both counts. 
Some clients have asked specifically 
that certain women accountants be re­
turned to their assignments.
Can they be sent on all jobs? Of course 
not. But I have been surprised at the 
few jobs to which they cannot be as­
signed. The other day one of our young 
women asked specifically for a certain 
assignment which she knew would in­
volve much relatively tiring work in a 
factory. Apparently she just loved fac­
tories.
Can they be sent on out-of-town jobs? 
Yes. We have sent many of them. We 
have felt it advisable, however, for 
them to go in pairs when possible, so 
that they do not find themselves in 
strange cities without companionship.
How about working hours? We have 
tried for many years to cut down the 
excessive working hours that used to be 
so common in our profession. When late 
work has nevertheless been necessary, 
we have found women quite willing to 
take their share of the load. They have 
shown a real desire to be on the same 
basis as men on the staff. They have 
been as reluctant, on the average, as a 
similar group of men would have been 
to go home and leave others at work.
In short, we are well pleased with our 
experiment. I think the women them­
selves are, too. Many of them will be 
able to obtain their CPA degrees as a 
result of their experience. All will have 
had training they could not have ob­
tained in commercial organizations. 
Even those who may have to be re­
leased when service men return will be 
better equipped for whatever attractive 
positions may be available in a highly 
competitive market.
Men Transferred to the Enlisted 
Reserve
The military authorities have released 
certain men over 38, who have had ac­
counting experience, for work on the 
affairs of clients engaged in essential ac­
tivities. These men are in the so-called 
“enlisted reserve.” They are subject to 
call and must remain on the essential 
work with respect to which their release 
was obtained. Whether or not further 
replacements can be obtained from this 
source will, of course, depend on the 
progress of the war.
Accelerated Upgrading Resulting 
from General or Specific Training
This has been the day of opportunity 
for men not called to military service, 
and it is necessary as well as obligatory 
to utilize them in full measure. The 
extent of personal financial risk in our 
practice gives us every cause to be con­
servative in the assignment of respon­
sibility to younger and less experienced 
men. It has been encouraging, however, 
to see how many of these men have 
measured up to greater demands and 
increased responsibilities. Of course, the 
shift of responsibility has tended to in­
crease the burden of supervision by 
partners and older senior men.
Accounting firms who can conduct 
classes under present conditions are 
fortunate. However, much intensive 
education can be accomplished if some 
assistants are assigned for an extended 
period, specifically to those seniors who 
have displayed ability in training others. 
The senior not only has a better oppor­
tunity to determine how much respon­
sibility he may place on a given assist­
ant but he also has a personal incentive 
in training him. Moreover, the assistant 
tends to specialize for a time on a lim­
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ited number of clients, and this specific 
knowledge should equip him to provide 
better relief for the senior in times of 
heavy pressure.
I do not know what has been done in 
other cities, but in New York some 
excellent courses have been put on by 
the colleges. These courses have been 
of an intensive nature and have been 
directed to the rapid training of book­
keepers for junior positions in account­
ing and auditing. Some firms are, I hear, 
sending groups of women to such classes.
Technical and professional reading is 
another important phase of the educa­
tional program. My own firm regards it 
as essential that all members of the 
staff read current literature in quantity 
sufficient to keep them well informed, 
but not so great as to swamp them. We 
subscribe in behalf of every staff mem­
ber to The Journal of Accountancy, 
the accounting procedure releases and 
the auditing procedure releases of the 
American Institute of Accountants, and 
the Accountant’s Weekly News Letter.
Before closing, I am going to ramble 
on, on some miscellaneous phases of 
the problem under discussion.
The advantageous scheduling of work 
has become an important factor in off­
setting manpower shortages. Naturally, 
internal control studies, perpetual-in­
ventory checks, and such work, must be 
programmed through the year to level 
the peak load as far as possible. The 
aim must be to free trained men for 
the most exacting type of work. Men 
little above junior status in general 
accounting ability may have had spe­
cific experience which makes them of 
almost senior standing on certain as­
signments if an auditing philosophy be 
imposed upon their specific accounting 
knowledge.
Machines should be used wherever 
possible in these times. I do not think 
that any draft report that could be dic­
tated should be written out in long-hand.
I have heard that some firms have 
taken comptometer operators on their 
staffs for much of the detailed footing 
and calculation work. Others have used 
the services offered by computing com­
panies.
Overshadowing the whole staff re­
tention and replacement problems, 
however, is the factor of government 
regulation. It has always been a prob­
lem, but not an insuperable one, to 
reach a basis of employment satisfac­
tory to employer and employee. But 
the difficulty is increased today by such 
complications as: (a) a wage-and-hour 
law providing for overtime payments, 
obviously not written to cover profes­
sions, but none the less applying to part 
of our staff—this tells us to keep salaries 
up; (b) a salary-stabilization law which 
tells us to keep salaries down; (c) a 
Selective Service Act which takes our 
men away; (d) regulations of the War 
Manpower Commission which impose 
penalties if we release them when we 
shouldn’t; (e) another part of the Selec­
tive Service Act which will later on 
compel us to take our service men back 
whether or not we happen to want 
them. There is certainly room for mis­
takes. Let us only hope that there is 
some chance to be right occasionally too.
We have found both the War Labor 
Board and the Treasury Department 
cooperative in the matter of salary 
stabilization, but a real problem must 
continue to exist while so little provi­
sion has been made for the professional 
man. Could anyone here define a semi­
senior? And how many seniors have you 
hired who turned out to be poor juniors? 
I am fearful, moreover, that General 
Order 31 and similar Treasury Depart­
ment regulations, with insistence on an 
orderly pattern for promotions, will pose 
a serious problem for all professional 
firms. We all know that one man will 
progress with twice the speed of an­
other. This is particularly emphasized 
today when we are all searching so care­
fully for the unutilized talents our men 
may possess.
Some of the earlier objections to sal-
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ary stabilization, when you could not 
grant increases to your staff but they 
could cross the street and get increases 
from fellow practitioners, have been 
met by job stabilization, and the new 
regulations come far from recognizing 
the professional level. No professional 
employer would want on his staff an 
employee to whom he had refused a 
Certificate of Availability. I fear, how­
ever, that we shall be subject to penalty 
if we do not refuse to grant them in cer­
tain instances.
Hiring, of course, has been compli­
cated by the question of permanent em­
ployment. I believe that a policy of 
complete honesty on this subject is the 
only one to be followed. Engagements 
should be made now with the under­
standing that when the war is over the 
existing staff and those who come back 
from service will be reviewed in the 
light of factors such as ability, loyalty, 
length of service, personality, salary, 
etc. If a man has overrated or misrep­
resented himself, his chances of reten­
tion at that time should be correspond­
ingly lowered.
Before I close, I would invite your at­
tention to section 8 of the Selective 
Training and Service Act of 1940 under 
which we shall be compelled to reemploy 
returned war veterans in positions of 
like status, seniority, and pay. There 
are certain redeeming clauses, but in 
substance the man who left to join the 
forces is likely to have about forty days 
after discharge in which to apply for 
his job. The President, however, has 
recommended that he also be given a 
three months’ furlough with pay. This 
would seem to mean that he has about 
one hundred and twenty-nine days in 
which to look around for something 
better, and on the one hundred and 
thirtieth day can require you to return 
him to his former position at the current 
rate of pay. I cannot imagine that this is 
going to be anything but a pleasure in 
the case of our regular staff men, but 
how about the man hired in desperation 
today and called for service next month ?
Costs and Fees
By Albert J. Watson, California
Member, American Institute of Accountants
H
aving in mind that the four sub­
jects previously discussed have a 
direct bearing both on costs and 
fees, and anticipating that discussion 
from the floor will no doubt deal with 
the problems that now limit the supply 
of staff and thus increase these costs, 
this statement is limited only to the 
essentials which may be obvious, and 
the speaker will summarize the observa­
tions made and deal with the more 
intimate features of the accounting 
practice and the subject of fees. To be 
brief, both costs and total fees are “up.”
Costs
The necessary expenses essential to a 
practice, such as rent, stationery, 
telephone, traveling, etc., may not have 
advanced in proportion to our principal 
expense, namely, cost of staff, due to 
ceiling prices. Stenographic, typing, and 
other internal office salaries have ad­
vanced materially, due largely to in­
creased demand and salary and over­
time scales established by government 
services and wartime industries. In 
many localities, this increase is as much 
as 50 per cent, but stabilization tends to 
maintain the present level of salaries, 
and freezing of jobs prevents frequent 
changes.
The salaries of the accounting staff 
should be considered in groups: (1) 
managers and supervisors; (2) qualified 
seniors; (3) assistants. Salaries of the 
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first group may not have advanced 
in the same proportion as the others, 
but their extra remuneration usually 
depends on some bonus or profit- 
sharing plan, or the incentive to 
partnership or individual practice. It is 
the “keystone” group of the profession 
(our senior accountants) that has 
presented the greatest problem of 
curtailment of supply to and increasing 
demand by the profession, while govern­
ment regulation has made adequate 
salary advancement difficult. The salary 
costs of the third group have advanced 
more materially because of the exodus 
of trainees to the military services, and 
their replacement by older men. Each of 
you can supply his own salary costs in 
making a comparison of the prewar 
period and the present. A study made in 
California showed a 21 per cent increase 
in salary costs between 1929 and 1939, 
and if I were to guess I should say the 
increase from 1939 to date duplicates 
that increase.
Fees
In discussing this subject, I would 
assert that the profit motive as an 
incentive for our profession must still be 
considered. Profits over and above the 
value of a practicing accountant’s 
services as a member of a staff is 
necessary to compensate him for the 
risks involved to his goodwill and 
personal capital.
Public accountants are entitled to 
fees adequate to meet the value of their 
services to others and a substantial 
increase or profit in addition, depending 
on the value of their services to their 
clients or the particular task performed. 
When the practice of our profession 
emerged from the offices of our legal 
brethren in Scotland it became custom­
ary to follow the law in having some 
standard per diem charges for services 
of the clerk as well as the principal. 
Although we need such a yardstick, 
it has been overemphasized and ob­
served more in the breach in determin­
ing fees in the past years. What the serv­
ices are worth to the client should be the 
guiding basis of charges. Whether fixed 
or per diem fees makes no difference.
I have been asked what are prevailing 
per diem rates for the country generally. 
Shall I say $100 to $250 for principals; 
$50 to $75 for managers or supervisors; 
$30 to $35 for seniors; $20 to $25 for 
assistants, with higher rates for special­
ists. A study made by Frank G. Short in 
California in 1940 showed a per hour fee 
of eighteen firms to be $2.85, or based 
on a seven-hour day of approximately 
$20, and that this rate had practically 
remained stationary for ten years, while 
several trades had increased their 
charges over 20 per cent until they 
exceeded those charged by public 
accountants. Should we not consider 
that all competitive bidding should be 
eliminated during the emergency, both 
for governmental and private business, 
and that all charitable work be deferred 
until the war is over? Delaying the 
audits of municipalities, counties, and 
charities might constitute a postwar 
“stock pile” for the profession, should 
one be needed. Much of the increased 
income of public accountants is due to 
fees for services in connection with 
income tax, renegotiation, and other 
special services due largely to the war 
effort. Should such engagements not be 
accepted on a retainer basis and the 
ultimate fees largely depend on quality 
of services rendered by the accountant? 
Many special examinations are being 
made for government agencies—mostly, 
I believe, on the basis of per diem rates 
usually quoted by the profession for 
such auditing services.
You will observe I have not men­
tioned your own income taxes as an 
element of cost. Remember these follow 





Accounting Practice after the War
By Joel M. Bowlby, Ohio
Member, American Institute of Accountants
T
his, the 56th annual meeting of 
the American Institute of Ac­
countants, is scheduled to be de­
voted to practical discussions of war­
time accounting and postwar planning. 
It falls to this speaker to sound the 
keynote of the latter phase of the broad 
general subject.
Our military operations—on land, 
on the sea, and in the air—are daily 
gathering force and momentum. What 
form the peace will take may be ob­
scure, but the ultimate outcome is 
now assured—if there was ever any 
doubt of it.
Postwar planning is now the order of 
the day, and rightly so, for lack of 
planning would be fatal. We have seen 
the consequences suffered by those 
countries who postponed the planning 
of their defenses until the invaders were 
crossing their frontiers. Postponement 
of planning for peace will have equally 
dire consequences. In fact, the disloca­
tions of peace are even more likely to 
be fatal to civilization than the impact 
of a wartime economy. The war-weary 
veterans returning from overseas service 
cannot be expected to design a brave 
new world. They will expect to have 
that done for them and to find, upon 
their return, a workable program that 
will offer opportunity for rehabilitation.
Furthermore, this time there can be 
no doubt that we are irrevocably com­
mitting ourselves to world responsibili­
ties—commercial, political, and military 
—that cannot be lightly disregarded. 
He who would forecast the way to meet 
these responsibilities would be a brave 
man indeed. However, we do have an 
inspiring precedent. At the end of the 
Napoleonic Wars, Britain found herself 
burdened with debt, her foreign com­
merce ruined, and faced with the specter 
of unemployment as demobilized vet­
erans roamed the streets of her in­
dustrial cities. A brief twenty years 
later, Britain was incomparably the 
most prosperous and most powerful 
nation the world had ever known. How 
had this miracle been wrought? By 
confiscatory taxation, exaggerated so­
cial security, and resort to the theories 
of socialism or collectivism? Not at all! 
It was the product of created wealth— 
gathered from every corner of the earth 
by British inventive genius, initiative, 
and enterprise. It is unthinkable that 
the United States, which has accom­
plished so impressive a transition to 
production for war, cannot apply those 
same talents with equal success to the 
erection of new concepts of a peacetime 
economy.
Postwar planning is approached from 
many different angles by many different 
people. One has called the devising of 
plans for the postwar world—plans 
dealing with every imaginable scheme 
for security, freedom, and abundance— 
the most popular present-day indoor 
sport. Another compares it with the 
weather—about which everyone talks 
but no one does anything. I prefer the 
serious recognition accorded it by a 
former wartime president, Mr. Lincoln, 
who said, “ If we could first know where 
we are and whither we are tending, we 
could better judge what to do and how 
to do it.” Hence, my treatment of my 
subject will attempt an appraisal of the 
stature to which the profession has 
attained and a presentation of my 
personal views for the continued de­
velopment of its ability to meet even 
broader responsibilities. That statement 
is not entirely accurate, for I start with 
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the premise that the profession pos­
sesses that ability—what it must do is 
to obtain a broader acceptance of the 
postulate.
One of the favorite maxims of that 
gay and lovable wit, Oliver Herford, 
took its text from the lowly crab. “The 
crab,” Herford said, “more than any of 
God’s creatures, has formulated the 
perfect philosophy of life. Whenever 
he is confronted by a great moral crisis 
in life, he first makes up his mind what is 
right, and then goes sideways as fast as 
he can.” Now, this is not a time to go 
sidewise. It is a time for frontal attack. 
General Mark Clark could not have 
occupied and held the beachhead at 
Salerno other than by a determined 
frontal attack. It was heartrending to 
him, I am sure, in the toll it took of 
young lives—but in ultimate cost it was 
the cheapest way and he took it boldly. 
Some of my statements are not going 
to please all of you, but I propose to 
state the case as I see it.
The first item on any agenda of post­
war planning involves a problem which 
will confront the nation almost imme­
diately upon termination of hostilities. 
That problem is the reabsorption of 
those who have been temporarily de­
tached from the domestic economic 
picture by virtue of service in the armed 
forces. It is a tremendous problem, for 
it comprehends not only the reemploy­
ment of physically and mentally fit 
veterans, but the relocation of tempo­
rary employees, including several million 
women who may be loath to surrender 
their new-found economic freedom and 
return to what will now seem a hum­
drum existence; and the re-training of 
those who are physically or mentally 
handicapped as a result of wounds and 
other service-derived casualties. If post­
war prosperity is to be achieved, some 
56,000,000 Americans will have to have 
jobs—that is the considered estimate 
of the Committee for Economic De­
velopment. How well the whole national 
reemployment job will be done may well 
depend upon how smoothly and ex­
peditiously and with what initial ac­
curacy the 11,000,000 veterans, more 
or less, can be fitted into the postwar 
pattern. The accounting profession must 
play its part in this reemployment pro­
gram and, to do so, it must bring about 
an increased demand for its services 
by broadening the field of its useful­
ness. It has been well said, “Our duty 
is to be useful, not according to our 
desires but according to our powers.”
A concomitant problem of reemploy­
ment is effective utilization of the em­
ployee. The man who is not employed 
at his full potentiality is apt to be un­
happy and restless. Moreover, he is 
probably not earning as much as he 
should.’ Both conditions lead to dissatis­
faction and are fertile causes of labor 
turnover. Proper placement, so that 
existing skills and abilities may be 
fully utilized, is of prime importance. 
I am glad to see that the profession is 
evincing an interest in aptitude tests. 
These have been used by industry to an 
increasing degree over a number of years 
and I believe they can be applied equally 
effectively in gauging an individual’s 
adaptability to professional pursuits.
Now my program for broadening the 
profession’s field of public usefulness 
can be presented in one brief sentence. 
I do not think it has adequately valued 
its qualifications to serve management. 
I have long been a strong advocate of 
the accountant as a general counsellor 
and adviser to management. That this 
opinion is shared by others outside the 
profession is illustrated by the state­
ment of a member of one of the leading 
firms of management consultants. He 
said, “It seems to me that this whole 
postwar problem presents a challeng­
ing opportunity ... to the public ac­
counting profession. This opportunity 
is provided by reason of the fact that 
[they] are, by training and experience, 
typically objective, factual, careful and 
analytic in their viewpoint. A great 
service can be rendered to management 
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... by applying that point of view.” 
I would stress “objective” and “ana­
lytic,” would minimize “factual,” and 
would forget “careful.”
However, the professional account­
ant must be equipped to render this 
service. In business the customer dic­
tates progress. The businessman must 
have a product that fills a public need 
at a competitive price. In a profession, 
the client dictates progress. It is not 
enough that the accountant be able and 
equipped merely to provide a service 
of verification of past results in a period 
when his clients are endeavoring to 
reduce expenses—and I emphasize ex­
penses. Clients will always spend money 
for constructive counsel. The doctor 
who specializes in skin diseases is not 
the one who gets the call in an influenza 
epidemic. The lawyer who specializes 
in title investigation is little in demand 
in a period when real estate values are 
tumbling and confidence in real estate 
as an immediate producer of profits 
has been lost. If consolidations are the 
order of the day, the accountant must 
be familiar with the many types and 
bases of consolidation and the advan­
tages and disadvantages of each. If taxes 
are of primary importance, he must 
be versed in tax laws and regulations 
and familiar with case rulings—although 
I must admit the latter category has lost 
much of its former importance.
In every period of expansion and de­
pression, management is the crying 
need. In the postwar era, management 
is going to be the most important cor­
porate influence. Anyone who has had 
recent occasion to do any long-term 
financing, having maturities of from 
ten to fifteen years, cannot but have 
observed the increased emphasis placed 
on the skills, abilities, and foresight of 
management. As the financial officer 
of one of the large insurance companies 
put it, “good management can survive 
bad balance-sheets; good balance-sheets 
cannot survive bad management.”
The technique of piloting a business 
does not vary widely from the technique 
of piloting a plane. In the old days, 
pilots flew largely “by the seat of their 
pants.” They did not have artificial 
horizons, turn and bank indicators, 
gyroscopic compasses, and radio direc­
tion finders. Since the development of 
these aids to aerial navigation, piloting 
has become a highly technical vocation. 
Likewise, many of the industrial pio­
neers made their decisions on the basis 
of instinct or intuition. They “felt” 
the financial and commodity markets 
and conducted their financial, sales, 
and purchase programs accordingly. 
Now management has a bewildering 
array of professional consultants im­
portuning it to make use of their serv­
ices. There are consultants in every 
phase of engineering—construction and 
design, power, heating and ventilating, 
production, etc.; in advertising and pub­
lic and labor relations; in finance; and 
in every type of problem that arises 
to plague and confuse the directing head 
of an enterprise. You will all under­
stand that I am not intimating that 
accountants should assemble all of these 
services in one organization, but you 
should equally recognize that there are 
many types of service which the pro­
fessional accountant is best qualified 
and equipped to render.
Only recently I was solicited by a 
consultant to permit him to survey the 
operations of my company with re­
spect to its need for credit insurance. 
Now it happens that we already carry 
credit insurance. But I submit that, who 
is better equipped to render this par­
ticular service than the company’s reg­
ular independent auditor? He is always 
studying the credit experience of his 
client as an indicator of the adequacy or 
inadequacy of the bad-debt provision. 
It requires only a slight extension of his 
normal procedures to analyze the re­
ceivables somewhat more in detail; to 
determine the type and scope of credit 
coverage; and to weigh potential bene­
fits against the cost of protection.
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Another potential opportunity for 
accountants lies in the field of pro­
fessional director. You are doubtless 
familiar with the extent to which ac­
countants in Great Britain act in this 
capacity. Of course, an accountant can­
not and should not act as director of an 
enterprise which he or his firm serves 
as auditor but that in no wise limits the 
scope of the field. The profession, how­
ever, should be prompt in recognizing 
and taking advantage of this opportuni­
ty. It is already coveted by other groups. 
Merrill Griswold, chairman of the board 
of trustees of Massachusetts Investors 
Trust, in a recent address before the 
National Association of Securities Com­
missioners, intimated that investment 
companies can make an effective con­
tribution to the management of com­
panies in which they are shareholders.
I can visualize a myriad of similar 
services that the accountant is well 
qualified to render but you should be 
able to perceive these opportunities 
and prompt to take advantage of them.
The foregoing leads up to another 
approach to the postwar program. In 
the subsequent paragraphs I propose to 
be so bold as to offer what I hope will 
be received as constructive criticism 
of the profession’s attitude toward cer­
tain problems—problems that are by no 
means confined to the postwar era but 
which have been developing for years, 
and which may have a very important 
bearing upon the public relations of the 
profession and the public acceptance of 
my evaluation of its qualifications.
The “ Four Freedoms” have been the 
excuse for many rhetorical extrava­
gances. Some writers have even added 
to the number. Hence, I might justi­
fiably claim the right to extend the list 
even further. However, I propose to 
boil down into one all the freedoms of 
the accounting profession, for the free­
dom of which I would speak is the 
freedom of independence, and those 
terms are synonymous. I know you will 
all agree that our professional inde­
pendence must be retained at all costs. 
I am equally as certain that I will not 
obtain such complete agreement on the 
extent to which we have maintained 
independence in the past and the need 
of a firm stand now and in the future.
In the field of federal taxation, I have 
nothing but praise for the work of the In­
stitute’s tax committee. The committee 
has unswervingly presented sound rec­
ommendations for tax revision and sim­
plification. It has recognized that only 
under a policy of intelligent taxation 
can the full power of private initiative 
and private enterprise be made avail­
able to provide the postwar employ­
ment that will be so essential. Tax 
considerations now influence almost 
every managerial decision. Taxes are 
going to be with us for many years to 
come. I hope that it may be possible to 
maintain the same high quality of 
leadership that has guided the com­
mittee during the last several years, and 
that the committee will continue to 
press vigorously for the adoption of a 
permanent tax policy which will fit the 
tax to the required revenue by ad­
justment of rates and will avoid shifting 
the form and incidence of taxation from 
year to year.
In connection with tax matters, it is 
of interest to observe the increased 
recognition accorded Canadian char­
tered accountants under what is known 
as the T2 questionnaire. This question­
naire will be filed with corporate income 
and excess-profits-tax returns and will, 
itself, be accompanied by a report of 
the independent auditors of the cor­
poration. Under the procedure estab­
lished, it will not be necessary, in the 
majority of cases, to make what we 
know as a field audit of the return. The 
inauguration of this procedure was ed­
itorially reported in the June, 1943, 
issue of The Journal of Accountancy. I 
agree with the editorial observation 
that “the Canadian government’s ac­
ceptance of an independent auditor’s 
report ... is a high tribute to the 
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integrity of the accounting profession 
in Canada. It seems clear also that the 
willingness of the chartered accountants 
to accept this new and heavy responsi­
bility is a tribute to their government, 
since it implies confidence that they will 
not be subjected to penalties for opin­
ions expressed in good faith.” The 
editorial continues, “There is undoubt­
edly some apprehension among Cana­
dian chartered accountants in assuming 
the responsibility” but “there is a gen­
eral sense that the war emergency re­
quires assumption of whatever risk may 
be involved”; and concludes with an 
expression of hope “that the goodwill 
of the Dominion Government and the 
boldness of the profession in Canada 
will be rewarded with complete success.” 
Has the profession in the United States 
a lower standard of integrity than that 
of our Canadian brethren? Or is the 
United States Government more ready 
to impute to us a lower standard? If 
the former, it is our professional re­
sponsibility to raise the standard— 
however drastic may be the remedy; 
if the latter, it is equally our responsi­
bility and our right to insist upon full 
recognition of our standards. That is 
not restricted to postwar planning; it 
is an obligation that is with us now. 
As to the assumption of the added 
responsibility, I admire the “boldness” 
—if that it be—of our Canadian con­
temporaries. Could it be that, instead 
of boldness, it represents only realistic 
recognition that if we—as a profession 
—are to gain for our opinions the ac­
ceptance which they merit (or should 
merit), we must accept the concomitant 
responsibilities.
Consideration of our professional po­
sition in the field of federal taxation 
rather naturally leads to consideration 
of our relationship with the bar in that 
field. It is gratifying to be able to say 
that the American Bar Association has 
consistently taken a broad view with 
respect to the activities of accountants. 
The most recent report of its committee 
on unauthorized practice of the law, 
presented at the annual meeting in 
August, contained the following state­
ment and recommendations:
“This committee has received many 
inquiries from various lawyers and bar 
officials all over the country as to 
whether or not some action should be 
taken with respect to the preparation 
of income-tax returns for compensation 
by laymen for others. . . . The com­
mittee had many conferences and gave 
considerable study to this difficult prob­
lem. It is regrettable that, from the 
inception of the income-tax laws, the 
lawyers generally have not taken as 
much interest in this field of law practice 
as they might have, and consequently 
the public has grown accustomed to 
employ accountants and other laymen. 
Furthermore, the federal government 
throughout the period has favored lay­
men giving aid to others in filling out 
income-tax returns, and many laymen 
are enrolled and permitted by the Treas­
ury Department to practice before it.”
“Your committee issued an informa­
tive opinion on this subject and rec­
ommended to the Association’s com­
mittee on public relations that it study 
the problem to see whether some plan 
could not be adopted whereby the pub­
lic might be advised that the services 
of lawyers can and should be enlisted 
in this field of work, and also that by 
post-graduate course of instruction law­
yers generally should be given the op­
portunity to gain more knowledge of 
the law of taxation and thus be more 
generally qualified to render public serv­
ice in this field.”
Joseph Welles Henderson, the newly 
elected president of the American Bar 
Association, who this morning addressed 
the opening session of this meeting, 
endorsed the above recommendation in 
his induction address, when he said:
“We must also devise means to 
bring home to the practicing lawyer, 
where necessary, the materials that he 
needs in order to be able to practice be­




Certainly no one can properly object to 
the broad principles of this recommen­
dation. Many individuals have qualified 
in both accountancy and the law, and 
some have elected to follow one profes­
sion and some the other.
The relationship between state ac­
counting societies and state bar as­
sociations, however, has in several in­
stances come dangerously near to a 
breach. The attitudes in some cases 
seem to give justifiable rise to question 
as to whether the local bar is sincerely 
interested in cooperating with account­
ants or is more interested in delimiting 
their activities. In the State of Illinois, 
for example, the Chicago Bar Associa­
tion has been most active in attempts 
to delimit progressively all functions of 
accountants in the field of local taxa­
tion. As a result of its representations, 
the Illinois Tax Commission adopted a 
rule whereunder taxpayers may be rep­
resented only by their attorneys—in 
hearings, many of which entail submis­
sion of factual data only. A few months 
later, the Department of Labor (which 
has jurisdiction over the unemployment 
compensation tax) promulgated a like 
ruling. The Department of Finance 
adopted a somewhat similar rule but 
provided that taxpayers may be repre­
sented by persons other than attorneys 
“in matters which do not involve the 
exercise of legal skill and knowledge.” 
I am informed that, in practice, the ap­
parent • liberality of this provision is 
generally circumvented.
A recent editorial in the Chicago Bar 
Record, official organ of the Chicago Bar 
Association, seriously questioned the 
right of anyone but a lawyer to prepare 
“complicated” tax returns. At a sub­
sequent discussion as to what type of 
legal question might introduce complex­
ity into the preparation of a return, 
members of the Bar committee sub­
mitted that determination of the proper 
personal exemption might become a 
legal question when it devolved upon 
the question of whether a husband and 
wife were, in the legal sense, “living 
together.” Other situations equally un­
usual were suggested—and when I say 
“unusual” I refer to the examples, not 
to the very commendable practice fol­
lowed by most married couples of living 
together. I certainly feel that account­
ants would recognize such extremely 
rare cases and would consult or advise 
the client to consult legal counsel.
I have concentrated on the Illinois 
situation because it is one with which I 
am familiar. However, the Chicago Bar 
Association seems, generally, to exceed 
all reasonable bounds in its conception 
of the prerogatives of the legal profes­
sion. This attitude was much in evi­
dence in the recent annual meeting of 
the national body. At that meeting, the 
national Committee on Unauthorized 
Practice of the Law presented to the 
House of Delegates of the Association, 
the so-called “Memphis Agreement,” 
stating the principles to be applied in 
avoiding conflict between the work of 
lawyers and realtors. The Chicago Bar 
Association found it impossible to rec­
oncile some of the provisions of this 
agreement with their policies and be­
liefs; and presented a substitute reso­
lution. The Chicago resolution was de­
feated and the action of the Board of 
Governors in affirming the agreement 
was approved. In reporting upon the 
agreement, the Chairman of the Com­
mittee expressed the “very great re­
gret” of the Committee “that the 
Chicago Bar Association not only de­
clined to adopt the program, as was its 
right, but criticized the statements 
which had been worked out so care­
fully, and even asked the Board of 
Governors to rescind its approval.” The 
Chairman recognized the importance of 
the public relations aspects of the prob­
lem in the following statement:
“Closely related to the fight against 
unauthorized practice of law is the 
problem of good public relations of the 
Bar. Misguided or extreme action by 
lawyers, ... or mistaken conceptions 
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of what the public expects from law­
yers, bring about results in unauthor­
ized practice cases which have an ad­
verse effect upon the lawyers in any 
community where this happens. The 
development of a consistent bar policy, 
always bearing in mind the importance 
of the aspect of good public relations, 
has been one of the major contribu­
tions (of the work of the Committee 
on Unauthorized Practice of the Law).”
In moving approval by the House of 
Delegates of the affirmation previously 
given by the Board of Governors, the 
spokesman for the Board also said:
“This is no time to carry our efforts 
to preserve our exclusive right to prac­
tice law to lengths which interfere with 
ordinary business transactions and which 
the general public would regard as 
excessive and absurd. History is re­
plete with examples where attempts by 
individuals and nations to overreach 
and grab everything for themselves 
have boomeranged and resulted in their 
getting nothing. The present world con­
flict seems about to produce another 
example of the results of such over­
reaching and greed. Let us resolve that 
the organized Bar will not produce 
another example of such overreaching.”
I have gone into this situation in 
greater detail than I had intended. My 
reason for doing so has been that I 
wanted to emphasize that all account­
ing organizations should be prompt to 
recognize attempts to encroach upon 
the proper activities of the profession 
and vigorous in defending the rights of 
their members. In the matter of co­
operation with the Bar, perhaps more 
progress could be made through the 
organization of a national conference 
group of accountants and lawyers, 
under the sponsorship of the two na­
tional bodies, than has been accom­
plished in discussion between the state 
organizations of the two groups. Ac­
ceptance by state and local organiza­
tions of any agreements reached by 
such a conference would be entirely 
voluntary, since it is clearly recognized 
that neither the American Institute of 
Accountants nor the American Bar 
Association can bind any state or local 
association. 
In further development of the subject 
of cooperation, let us consider briefly 
and generally the relations of the pro­
fession with the Securities and Ex­
change Commission. In a recent address 
by the chairman of the Commission, he 
spoke praisingly of the mutual under­
standing that has been engendered be­
tween accountants and the Commis­
sion; the mutual assistance that has 
been given; and the mutual policy of 
collaboration and cooperation that has 
been built up. He mentioned the mutual 
recognition of common objectives de­
spite occasional disagreement as to the 
ways of attaining those objectives. And 
he complimented the profession on its 
ability to effect sound and workable 
solutions to the problems presented. On 
the question of independence, the Com­
missioner stated that the recent release 
on that subject was not intended to 
stigmatize any particular relationship; 
nor, on the other hand, to indicate ap­
proval of any particular course of con­
duct. He went on to say that independ­
ence is a question of fact, to be deter­
mined after examining all the evidence 
in any particular case; and that the 
differences between the Commission 
and the Institute lay not in the basic 
principles or ultimate objectives but in 
the manner of their expression.
Now I am not fundamentally opposed 
to the Securities and Exchange Commis­
sion. In a public address some years ago, 
I took the position of proponent of 
some of the policies of the Commission; 
and the then chairman of the Commis­
sion subsequently quoted my remarks 
on that occasion as evidence of the justi­
fication of those policies. I think the 
Commission has a very logical function 
and, in many ways, serves a very useful 
purpose. I also think it has, in many 
instances, exceeded its contemplated 
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authority; and, in the field of account­
ancy, has presumed to utter pronounce­
ments on matters which might much 
more properly have been left to the pro­
fession for self-discipline. I also feel that 
the collaboration and cooperation has 
been mostly on the side of the profes­
sion. In the cartoons of a few years ago, 
a favorite subject was the “old man of 
Munich” with his umbrella—nearly 
always accompanied by the unpopular 
word “appeasement.” Have we also 
been guilty of appeasement in too great 
a degree?
You may very properly ask “What 
has all this to do with postwar plan­
ning?” It has just this to do with it. 
A profession and a nation, equally, take 
the first backward and downward step 
when they surrender the first iota of 
their independence. If we—as a profes­
sion—cannot discipline ourselves, then 
we fail in the first requirement of a pro­
fession. Therefore, I urge upon you— 
as an association and as individuals— 
that you place foremost on the postwar 
list a determination to fight valiantly 
for every principle of independence, 
however unimportant it may seem in it­
self; and that, even though your fight 
may be futile and you may be deprived 
of some portion of your freedom of 
thought and action, you do not appear 
to condone the deprivation.
To implement your fight for profes­
sional freedom, you must so conduct 
yourselves as to keep clean of the charge 
of advocacy of any vested interest, 
whether it be that of capital or labor or 
government. Each one of you can do 
some small part of this but you can 
only do the larger job through your 
professional organizations. Lacking par­
ticipation in the entire gamut of the 
activities of these organizations you are 
merely individual skilled technicians 
and not true members of a profession. 
Whatever may be your views on na­
tional isolationism, this is no time to 
wrap yourselves in the mantle of iso­
lated individualism. Get together and 
put your shoulders to the wheel—that 
will best solve the perplexing problem of 
postwar planning.
Comments by George O. May, New York
Member, American Institute of Accountants
M
r. president, first I must thank 
you for your generous intro­
duction, and next I should con­
gratulate the Institute on your being in 
the position to deliver it. The Institute 
did a fine thing for itself when it elected 
you to the presidency, and I foresee a 
great year of achievement for the Insti­
tute under your direction.
I am afraid that the speaker on whose 
paper I am asked to comment raised so 
many questions that are close to my 
heart that I may be tempted to take so 
much of your time as to trespass unduly 
on that of the speakers who are to follow 
me.
I must make a choice among the 
various points which he has made as the 
subjects of the comments that I am 
going to offer. There are many things 
that he said that raise challenging prob­
lems. Wars demonstrate the value of the 
accounting profession. Looking back, it 
is quite evident that the profession 
made a great advance during the first 
World War, and I think that was un­
doubtedly equally true in the other 
Anglo-Saxon communities of England 
and the Dominion of Canada.
Mr. Bowlby talked about our rela­
tions with the Bar. That is a matter 
that is of interest to me and to you. 
When we compare our development 
with that of other English-speaking 
communities, we find that the lawyer 
has always occupied a larger place in 
every phase, of life with us than he has 
in other countries! That, unfortunately,
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is a condition which tends to perpetuate 
itself, because the Bar, being the gate­
way to so many opportunities, naturally 
attracts a large part of the best brains of 
the country, so that it tends, to some 
extent, to deserve the quasi-monopoly 
that it enjoys.
Our problem is twofold: First, we 
must demonstrate that we are a pro­
fession that has comparable standing 
with the law, which means that we 
must have men of comparable quality. 
We have the problem of the sequence— 
first making this such a profession that 
we attract the better brains into it, and 
then we shall have the brains that will 
enable us to maintain the position 
against all opposition.
There is a certain danger that attends 
these great opportunities that have 
come to our profession. If you look back 
over history, you might feel that the 
stimulus given to the accounting pro­
fession in the last war was too great— 
that there was not a large enough num­
ber of men of the standards of qualifi­
cations necessary to enable the pro­
fession to carry all the responsibilities 
that the public was willing to thrust up­
on it as a result of its achievement in 
the last war. I have a feeling that per­
haps the accounting profession devel­
oped too rapidly for its own good in the 
1920’s, and since history is always a 
guide to the future to some extent, I 
think we should bear that in mind.
The result, as I look back, was that 
we suffered a very severe blow at our 
professional status in the legislation of 
1933 and 1934, through the Securities 
Act of 1933, and the Securities Exchange 
Act of 1934. Those Acts, which appar­
ently authorized the Securities and Ex­
change Commission to exercise what 
should be a function of the profession, 
went a long way, in my judgment, to 
impair the professional character of ac­
counting and to make it less attractive to 
men who look for a professional career 
rather than a mere means of living.
I think a good job has been done in 
the last ten years in reversing that 
trend and in demonstrating that what­
ever may have been the condition ten 
or fifteen years ago, there is no real need 
for anybody to dictate to us what are 
sound accounting principles today. We 
should reassert in every possible way 
the rights of the profession, which is not 
representative of any particular in­
terest, and which is trained to regard 
the interest of the unknown public to 
whom its responsibilities are owed as 
paramount. That should be the body 
which should be the primary authority 
on sound accounting principles. That 
authority should not be vested in com­
missions and bodies which have quasi­
judicial and also regulatory and semi­
political functions to perform.
That is why I have been glad during 
recent years to devote so much of my 
time to that particular phase of pro­
fessional work. Your president stated 
that I retired from active leadership of 
a firm at the end of thirty years ex­
perience, which would be about seven­
teen years ago. That is quite true, but I 
have remembered the saying of the poet 
that absence of occupation is not rest, 
and the change in the direction of my 
activities has afforded me entirely new 
satisfactions in the last seventeen years. 
It has brought me into contact with a 
large number of members of the pro­
fession whom I did not know as inti­
mately before and has given me a much 
greater confidence, based on personal 
knowledge, in the ability of the profes­
sion to respond to the burdens that it 
seeks to assume.
Now, this question of independence 
is a vital one, but perhaps before I pass 
on to that I should comment on one 
word that Mr. Bowlby rather brushed 
off, the word “careful.” That was a 
little high-lighting on his part, because 
the rest of his address went on to em­
phasize the need of care in dealing with 
the problems of business. I think per­
haps he may have used the word “care­
ful ” with a somewhat unfavorable con­
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notation, which it does not necessarily 
carry. Certainly we should not wish 
people to be carefree or careless in 
their ways of dealing with the problems 
that are going to confront us in the 
postwar period, and I would not like 
you to attach too much importance to 
Mr. Bowlby’s rejection of the word 
“careful.”
My great friend, Fred Kepple, who 
died recently, and who did a wonderful 
job for education in this country, once 
illustrated the changes in the conno­
tation of words by a story. After the 
great fire of London, Charles II went 
down to see one of the new churches 
which Wren had built, and which until 
the blitzkrieg were among the glories of 
London. After inspecting it, he turned 
to the architect and congratulated him, 
saying, “It is artificial; it is painful; it 
is awful.” In the language of today 
he might have said that it was in­
genious, it was painstaking, and it was 
awe-inspiring.
Do not be carried away by the con­
notation of the word “careful,” but lay 
your stress on the main burden of Mr. 
Bowlby’s speech. Accountants should 
be careful, and, in the postwar period, 
carefulness is not going to be at any 
discount.
In the postwar period, it is agreed 
now that there has to be a great en­
couragement of risk-taking. Now, if you 
are going to take risks, you must select 
your risks carefully. If you are going to 
take risks, you must operate on the as­
sumption that you are taking risks and 
that you are not betting on sure things. 
If the people want risks to be taken they 
must do things that tend to encourage 
the taking of risks in formulating tax­
ation and in other policies.
One of the most important difficulties 
is going to be the combination of en­
couragement of risk-taking with high 
taxation, and that is where I think our 
experience is going to be very valuable. 
We have to insist that the allocation of 
income to particular short periods of 
time is an artificial and unsatisfactory 
though indispensable process. It be­
comes more unsatisfactory as it be­
comes more the determining factor in 
taxation as regulation.
We have seen the necessity during 
the war of carrying the principle of 
carry-forward and carry-back further 
than we did before the war, and if we 
are going to have both risk-taking and 
high taxes in the postwar period, we 
ought to be moving towards an exten­
sion of the idea of carry-forward and 
carry-back.
Even in the case of a professional 
man, there might be some provision for 
ultimate readjustment of his tax lia­
bility over his entire professional life on 
some sort of carry-back and carry­
forward that will average his experi­
ence over his whole business life.
I can talk about only one other ques­
tion—that of independence, which I 
think is vital today, and which, as you 
realize, is closely tied up with the ques­
tion of the three functions of account­
ants of, first, objective audit; second, 
advice; and, third, advocacy. There may 
be conflict between advice and audit; 
there may be more danger of conflict if 
there is both audit and advocacy. The 
fundamental consideration of all is that 
accounting should be universally recog­
nized as being a profession in which in­
dependence is the breath of life. Then 
we are in relatively little danger.
Sometimes it is questioned whether 
accounting is a profession, but the one 
conclusive answer to that question is 
that the largest part of the function of 
an accountant is discharging of an obli­
gation to a public with whom he never 
comes into contact often against pres­
sures from people who are able to affect 
his interests quite extensively. I think 
now there is no doubt that the whole 
profession realizes the need to maintain 
that independence in regard to their 
immediate employers in the interest of 
the people for whom their services are 
ultimately designed. That is thoroughly 
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established in accounting today, but 
when you talk about independence, you 
have to stop to think what threats to 
independence there are.
We must realize now that there are 
very considerable threats to the inde­
pendence of professional accountants 
from other sources than management. 
The dangers of threats from manage­
ment have been pretty well discounted. 
They are not as serious as they were, 
but it is very undesirable that we should 
think that as long as we are independent 
of management we are independent 
altogether. We have no right to subor­
dinate the interests of people whom we 
represent to our own comfort or pros­
perity by allowing ourselves to fall into 
a position in which the measure of our 
-independence of management would be 
the degree of our subserviency to some­
body else. We must be independent in 
relation to everybody who is in a posi­
tion to exercise a pressure that may be 
detrimental to the interests of those un­
known people to whom ultimately our 
duty is owed. That is a duty which is 
paramount over all others, as I see it, 
and is what makes our avocation a 
profession.
The independence of individual cli­
ents must be displayed by individual 
accountants. The independence of the 
profession, as against bodies that threaten 
it, must be maintained by this body 
above all others and by the state soci­
eties in their respective fields. That 
must be a collective activity. The will­
ingness of the profession to accept that 
responsibility, as indicated in action at 
the council meeting last May and again 
at this meeting, seems to me to be one of 
the most encouraging features of our 
life today. We can go into the postwar 
period with confidence if we have a clear 
eye to recognize and the courage to 
assume the obligations I have discussed.
I am afraid that we may have too 
many opportunities thrust upon us in 
the postwar period and may try to ex­
tend our activities farther than the 
present stage of our development war­
rants. I would like to issue a word of 
caution on that point in concluding 
these remarks, based on the belief that 
something of that kind happened in the 
last war. We can render a great service; 
we can make ourselves a great profes­
sion. I think monetary rewards are 
going to be less important in the future, 
and we shall have to get more of our 
satisfactions in other forms. We can get 
more of our satisfactions in the future if 
we do not reach out too greedily for 
every possible activity to intervene and 
thus run the danger of spreading our­
selves too thinly and bringing disaster 
on ourselves.
Cost Accounting and Profits after the War
By Howard C. Greer, Indiana
Associate, American Institute of Accountants
T
he gentlemen who sponsored my 
appearance on this program were 
good enough to offer a number of 
suggestions as to what I should say. 
They probably will be disappointed in 
the result. All of them seemed to feel 
that this talk should emphasize the 
technical contributions expected of cost 
accountants in the postwar reconstruc­
tion period. Their ideas were compre­
hensive and illuminating, and they were 
most generously and helpfully expres­
sed. It is plain to me that any one of 
them could make a better speech on this 
subject than I can.
They omitted, however, one point 
which is fundamental to all constructive 
thinking on this subject, and which per­
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haps I can presume to discuss before 
this gathering. This is the basic question 
of whether the business conditions exist­
ing after the war will be anything like 
those we have known previously, and 
whether our past philosophies and 
techniques in the cost accounting field 
will meet the requirements of these 
future conditions.
Most of us here today formed our 
conceptions of the functions of cost ac­
counting in a period when capitalism 
was an unchallenged institution, when 
the profit system was generally accepted 
as indispensable, and when free enter­
prise was taken for granted. Most of us 
instinctively think of the future in terms 
of this well remembered past.
We recall that after World War I po­
litical candidates swept the country on 
a platform pledging a “return to nor­
malcy.” There was great disillusion­
ment about the war and its results. In­
ternationalism had become unpopular. 
People were tired of social reform. What 
everyone wanted was the discontinu­
ance of government regulations and the 
restoration of the economic system 
which had prevailed prior to the war.
Many people assume that after World 
War II the same sort of thing will take 
place. Is it safe to base our thinking 
and our plans on such an assumption?
After the experiences of the past 
fifteen years, it has become difficult to 
say what might be considered a “nor­
malcy” to which we could return after 
World War II. We can hardly expect a 
restoration of the economic and social 
conditions of the 1920’s. The changes 
in our methods of living and doing busi­
ness have been too violent and too pro­
found to make it possible for us now to 
set the clock back to 1929. We hope we 
shall not return to a 1930 depression or 
to a 1933 NRA.
Rather than give all our thought to 
the development of improved cost 
techniques, perhaps we should consider 
first the business atmosphere in which 
these techniques will be applied, and 
what cost accountants can do to make 
that atmosphere as wholesome and pro­
ductive as possible. It is to those features 
of our collective problem that I want to 
ask your attention.
Let us consider first the present situa­
tion of private enterprise and the possi­
bility of its survival after the war. Let 
us ask ourselves what conditions will be 
favorable to the restoration of freedom 
in business affairs, and whether our own 
activities will have any influence in 
creating those conditions.
Cost accounting, as we know it, will 
flourish only if freedom of enterprise 
prevails. The services performed by the 
cost accountant are a part of operations 
under a profit system. The most promis­
ing developments in the cost field are 
related to efforts by management to 
improve efficiency, reduce costs, and 
increase profits. If those objectives 
cease to be paramount, the significance 
of much cost accounting work will van­
ish.
Men in business are so imbued with 
the idea of free enterprise as essential to 
public welfare that they find it hard to 
realize that many important leaders of 
present-day affairs hold entirely differ­
ent views. These conflicting views may 
be unsound; we may hope that they are 
only temporarily in the ascendancy; 
but we can hardly regard them as unim­
portant.
We should face squarely the fact that 
this war is not being fought to establish 
or preserve freedom, as we have known 
it in the past. The two chief political 
ideologies now in war-conflict are both 
enemies of freedom. Whether you have 
a world dominated by Nazism and a 
corporate state, or by Communism and 
a proletarian state, you still do not have 
freedom.
In this war we may defeat one of those 
ideas, only to find ourselves defeated by 
the other. This is not a matter of na­
tional military supremacy, but one of 
social philosophy and its political ex­
pression.
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Few of those now dominating our own 
government believe in real freedom. A 
Study of their plans for postwar Amer­
ica show this only too clearly.
They do not say that when the war is 
over regulations will be removed, and 
individuals set free to enjoy life, lib­
erty, and the pursuit of happiness. In­
stead, they say that “conditions” will 
require the long-time extension of such 
things as price regulation, rationing, 
and economic planning. They promise 
chiefly that there will be government 
supervision of every important human 
activity, from the cradle to the grave.
The real battle for freedom in this 
country will begin when the war is over. 
We shall find that our liberties are in 
greater danger from persons within our 
own borders than they have ever been 
from the head of any foreign state. We 
may find that they are in greatest dan­
ger of all from people like ourselves and 
our friends and associates in the busi­
ness world.
Business—free enterprise—has been 
made unpopular by its enemies. In the 
public mind it has come to be asso­
ciated with a host of evils—unemploy­
ment, speculation, monopoly, shortages, 
extravagant profits, exploitation of 
labor, depression, inflation and defla­
tion, political manipulation, and almost 
every other ill that has beset the nation.
But it has suffered also from the ac­
tivities of its friends. Many business­
men do not really believe in it. They 
would like freedom for their own busi­
nesses, but they favor fairly strict con­
trol for all their competitors. They are 
quite sure that all business should have 
a profit, whatever else. If a profit does 
not materialize under free competition 
they yearn for at least enough regula­
tion to insure it.
The public today is quite doubtful 
whether profits are necessary at all. 
The man in the street is not sure that 
the government won’t do better for him 
after the war than private enterprise. 
Under a controlled economy he has had 
full employment, high wages, and mod­
erate prices. After it is over, he is to have 
protection from want, fear, and inse­
curity. What more can you ask, and 
why worry about freedom?
It seems reasonable to assume then, 
if free enterprise is to be restored, it will 
have to be sold to the common man as a 
better means of satisfying human wants 
than any that a state-dominated econ­
omy can promise him. This tremendous 
selling job will have to be done by those 
of us in business. We can’t expect any 
help from outside quarters.
If we are going to sell this idea we had 
better be prepared to do it by demon­
stration and proof, and not merely by 
logic and rhetoric. Reason and argu­
ment are all well enough, but the practi­
cal application is what the public will be 
looking for.
This seems to me the most urgent and 
vital task which will face us when the 
war is over. It is a task in which the ac­
counting advisers of business manage­
ment must play an important part. 
They have the ability to see clearly, and 
the courage to speak plainly. Both qual­
ities will be indispensable.
What can be said in defense of the 
profit system? We have talked about it 
as an incentive to greater accomplish­
ment. We have said a great deal about 
its importance as a means of accumulat­
ing capital for use in productive enter­
prise. Are these arguments persuasive 
to the ordinary citizen today?
He knows that most workers, even in 
America, are not and never will be en­
gaged in private enterprise on their own 
account. They have no direct profit 
incentive. The men who have been 
fighting on the battle fronts have not 
been inspired by the profit motive. He­
roic endeavors and sacrifices without 
any opportunity of profit are apparent 
on every hand.
The ordinary citizen observes, also, 
that the construction of buildings, ships, 
and airplanes has not had to wait on 
the accumulation of capital by private 
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individuals out of the profits of enter­
prise. His government seems possessed 
of limitless capital resources—sufficient 
for the expansion of public and private 
works beyond the dreams of any mere 
private enterpriser. Why not, he argues 
to himself, let the government furnish 
all capital, pay all wages and salaries, 
and keep the profits for the general 
public benefit?
These ideas may be plausible rather 
than sound, but they are difficult to 
overcome. There is, however, one irref­
utable argument in favor of the profit 
system, which furnishes its unquestion­
able justification, if we are courageous 
enough to adopt it and accept all its 
implications.
The profit system automatically in­
sures the "survival of the fittest ” among 
business enterprises, and weeds out those 
concerns which do not contribute enough 
to public welfare to justify their con­
tinuance. No other system does this.
No idealism and no autocracy has yet 
provided a substitute for the filtering 
and purifying effect of the profit system 
in eliminating incompetent and ineffi­
cient producers, and assuring the con­
tinuance of only those enterprises which 
can pay their own way. Every form of 
non-profit enterprise ultimately is stag­
nated and corrupted by the efforts of its 
managers and employees to perpetuate 
their jobs, regardless of whether their 
service is wanted or needed by the 
public.
The real measure of the indispensa­
bility of the profit system is in the 
concerns that fail, not in the ones that 
succeed. The automatic, self-cleansing 
processing which goes on in a world of 
private enterprise, through the need for 
making intake balance with outgo, is 
the vital element in the profit system— 
an essential of health and progress for 
which there is no substitute.
Businessmen who believe in the profit 
system, and who decry the attacks on it 
by theorists, would do well to adopt a 
substitute for the old chestnut: “He 
never had to meet a payroll.” It could 
be better said, instead: “He never had 
to make a profit-and-loss statement 
balance.”
This is the real test of a sound and 
essential private enterprise—that it can 
earn a profit. The statement that: 
“Production should be for use, and not 
for profit” betrays the ignorance of its 
author. Production that isn’t profitable 
ordinarily isn’t useful either.
It seems to me vital that those who 
believe in the perpetuation of the profit 
system should preach this doctrine on 
all occasions. They should point out 
that when a businessman is inefficient 
or careless, and his enterprise becomes a 
burden to the community, it is not nec­
essary to have a congressional investi­
gation to get rid of him, or a political 
election to vote him out of office.
If he does a poor job and should be 
out of business, his customers, his cred­
itors, and his employees will take care of 
the matter within a reasonable time. 
When his profit-and-loss statement stays 
out of balance for too long, he simply 
has to quit. When people are unwilling 
to pay what it would take to keep him 
in business, it means that the public at 
large feels that he should be out of busi­
ness, and he soon is.
But if we of the business community 
believe this hard truth, then it is up to 
us to see that cost accounting is not 
made a means of justifying prices based 
on costs instead of on the public’s will­
ingness and ability to pay. We cannot 
insist that a businessman is “entitled” 
to recover his costs—that the world 
“owes him a living.” We must beware 
of efforts of business enterprises and 
business groups to create artificial con­
ditions under which an inefficient or 
unwanted producer is kept from failing 
and discontinuing operations.
If we are going to contend, as has 
been done sometimes, that the govern­
ment must protect the situation of pri­
vate enterprises by controlling price 
relationships in a manner which will 
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guarantee a profit, then we have de­
molished the last and best reason for 
conducting business under the profit 
system. Unless we believe in private 
enterprise which is compelled to take its 
chances in a system of free competition, 
and which must be allowed to fail if it 
cannot operate successfully, then there 
is not much excuse for having any kind 
of private enterprise at all.
I lay great stress on this, because this 
thought is at variance with ideas which 
have been very common among cost 
accountants. A popular conception has 
been that costs should control selling 
prices—that the measure of what we 
should charge is what we have spent. 
There is a firm belief in the inherent 
rightness of figuring a cost, adding a 
profit, and thus establishing a selling 
price. There is even a belief that any 
other approach is unsound, immoral, 
and ungentlemanly.
It goes without saying that every 
enterpriser is going to try to make a 
profit, and that his first step will be to 
attempt to set prices which will more 
than cover his costs. It is his second step 
which creates the uncertainties. Cost 
accountants, in my judgment, have 
urged him too strongly that the correc­
tion of a bad profit situation is to raise 
selling prices, instead of pointing out 
that the best possible correction is to 
reduce costs.
We might well celebrate the end of 
World War II by tearing out the first 
chapter of all the old cost accounting 
textbooks, and writing a new one to 
take its place. This new one should say 
that goods must be sold for what cus­
tomers can afford to pay, and that the 
function of the cost accountant is to 
help management determine how a sat­
isfactory article can be produced and 
sold at a cost which is enough less than 
the obtainable selling price to allow a 
satisfactory profit.
That has always been good business. 
After the war it is likely to be the only 
kind of business which can survive.
In this postwar period the public will 
demand certain services from private 
enterprise, as a condition of permitting 
business to remain in private hands. 
Business undoubtedly will be required 
to attain the following objectives:
(1) The production of more goods than 
ever before.
(2) The acceptance of lower prices than 
ever before.
(3) The employment of more labor than 
ever before.
(4) The payment of higher wages than 
ever before.
If private business can reach those 
objectives, it may justify its continued 
existence. If not, it may be quickly 
abandoned.
Here is a challenge worthy of the best 
of us. If we are afraid of the job, the 
bureaucrats are willing to tackle it. Are 
we going to give them a chance to try it?
The cost accountant may well assume 
that his first task will be to aid the busi­
nessman in producing more and better 
goods with his existing facilities and 
labor forces. He must throw overboard, 
finally, any idea that the welfare of his 
industry or company depends on re­
stricted production or monopoly prices. 
He must avoid being tempted into the 
adoption of policies designed merely to 
give his goods a higher value in ex­
change for those of other producers.
In the front line of battle, the ma­
chine-gunner doesn’t hope that there 
will be fewer of him so that the Army 
will need him more. He wants, desper­
ately, more of everything in the way of 
armament and ammunition. So will we, 
in the postwar business world, want 
more production of everything, lest the 
enemy overcome us.
The cost accountant’s task, morning, 
noon, and night, will be to help the 
management in lowering costs, in getting 
out more volume per unit of invest­
ment, in utilizing every piece of equip­
ment to the utmost, in letting no dollar 
be idle, and no penny be wasted.
He must realize, and preach, that an 
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unsatisfactory profit means a need for 
lower costs, not a need for higher prices. 
He must consider price weakness in a 
market as an occasion for using lower 
prices to obtain a broader list of cus­
tomers and a wider distribution of his 
products.
He must question constantly whether 
his business could not sell 100 units at a 
$1 margin, in place of 10 units at a $10 
margin, with the use of the same equip­
ment and the employment of that much 
more labor. He must study markets, to 
determine whether there is a chance 
that lower prices will bring out more 
business. He must study manufacturing 
in search of the possibility that more 
volume will bring out lower costs.
He must regard the fixed overhead of 
the business as a lump sum which will 
be spent in any event, and which can be 
recovered only if the total volume 
handled by the business is sufficient to 
maintain an economic overhead cost per 
unit. He must think of every job, every 
order, every sale, as a means of recover­
ing its direct costs and contributing 
something to the overhead.
He must make sure that there are 
enough such contributions in the aggre­
gate so that the overhead will be cov­
ered and there will be something left 
over for profit. But he cannot afford to 
insist that no product should ever be 
sold at less than its full computed cost. 
Products must be sold for what they 
will bring, and costs must be adjusted 
accordingly.
In undertaking this tremendous task, 
the cost accountant, as a business ad­
viser, must realize that cost reductions 
in the future are not going to be made 
by cutting wages, exploiting labor, or 
resorting to indiscriminate lay-offs when­
ever conditions look unfavorable. He 
will do well to recognize that labor in 
the future means to have enough work, 
and good pay, and that if this cannot be 
secured from private enterprise the 
world’s work will be carried on by some 
other agency.
The time probably has passed for­
ever when employers can regard their 
labor forces as to be hired and paid 
when it looks as though they were 
needed, and to be laid off at will when 
the manufacturer decides on a produc­
tion cut. The business community of the 
future will be expected to give full and 
continuous employment to the avail­
able labor forces of the country. It will 
be up to the businessmen of the country 
to find work for those who want to work. 
Private enterprise can expect quick ob­
livion if this does not happen.
Furthermore, the businessman will 
be expected to find ways of reducing 
his costs and at the same time increas­
ing his workers’ compensation. The 
man who runs a factory will be expected 
to develop the means by which a worker 
can earn more by producing more.
The sources of wealth from this line 
of endeavor have hardly been tapped. 
Even in our efficient American indus­
trial enterprises, of which we are so 
proud, the amount which can be accom­
plished by an individual workman, 
under proper planning, supervision, and 
coordination, can be greatly increased. 
It is nothing unusual for workers operat­
ing under an incentive plan to double 
or treble their previous production. 
This sort of performance must become 
the order of the day.
The work of establishing incentives 
to bring out more production must be 
undertaken as a means of helping work­
ers to better their earnings, and not 
merely as a managerial device to squeeze 
more work out of the laborer at a lower 
labor cost to the employer. It might be 
wholesome to start with the assumption 
that the dollar gain from future incen­
tive systems will go almost entirely to 
the workers themselves. Incentive sys­
tems will not be accepted as a means of 
enabling the manufacturer to make 
more profit. They will be, rather, a 
means of enabling him to justify the 
existence of his enterprise, to his em­
ployees and to the public at large.
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There is nothing unhealthy or re­
grettable about such a situation. A 
manufacturer has his opportunity for 
increased profit in the savings in over­
head which will result from his putting 
a larger volume through his plant. He 
will get the overhead saving; the work­
ers will get the wage saving. When both 
work with the same objective, and share 
in the fruits of their joint efforts, busi­
ness will be in a position which the most 
radical of reformers will find it difficult 
to attack.
The circumstances in which this terrif­
ic task must be undertaken are partly fa­
vorable, partly unfavorable. The growth 
of scientific knowledge and techniques 
during the war has been tremendous. 
A world of new products, raw materials, 
machines, and scientific devices await 
effective use by the businessman when 
the war is over. The productive plant of 
the country has been enormously ex­
panded. The finest of tools and equip­
ment will be available.
The organization of factory workers 
into labor unions creates both a diffi­
culty and an opportunity. Workers in 
the future will not accept arbitrary 
standards and programs as readily as in 
the past. On the other hand, they now 
have appointed leaders and spokesmen 
who have a responsibility for genuine 
progress for manual workers in difficult 
periods which are sure to come.
To insure their own success, intelli­
gent labor union representatives will 
join with intelligent management to 
achieve the only objective which prom­
ises genuine betterment in the standard 
of living—that is, larger and more eco­
nomical production, and broader and 
more efficient distribution.
Against these advantages, we have 
confronting us a market factor with 
which businessmen of the present gen­
eration have had little experience. This 
is the evident slowing up, and probable 
ultimate cessation, of the growth of 
population in this country.
Where business in the past has grown 
and expanded because every decade 
found a substantially enlarged list of 
customers, the near-term future may see 
a time when there will be little increase 
in the total number of customers from 
one decade to the next. There may be 
actual decreases among certain age and 
class groups.
This means that the competition of 
the future will be to sell more goods to 
the present number of customers. This 
proves once more that goods must be 
available at lower prices, and that in­
comes of the producers of the goods 
must be large enough so that growing 
quantities can be purchased by those 
who make them.
All this promises no life of ease for the 
postwar businessman, or for the post­
war cost accountant. It promises no big, 
quick profits, from the exploitation of 
bountiful raw materials and plentiful 
supplies of labor, by a small number of 
enterprisers, superior in education and 
ingenuity, and in possession of the 
sources of capital.
It promises, instead, a tough, bitter, 
exhausting struggle, to find a means of 
raising our boasted American standard 
of living still higher, without the sacri­
fice of personal liberty and private en­
terprise.
It is going to be no game for the slack, 
the sluggish, the timid, or the easily dis­
couraged. It offers no inducements to 
the individual who thinks that the old 
days and the old ways were good enough 
for him. Perhaps they were, but they 
aren’t going to be good enough for the 
general public in the postwar years, and 
something new will have to be added.
But no greater challenge—no greater 
opportunity for service and success— 
has ever been presented to businessmen, 
or to those who assist them in their cost 
accounting work. If businessmen can do 
the job so promptly, so effectively, and 
so honorably as to win the acclaim of 
the entire country, they will be entitled 
to equal rank in public esteem with 
those men in arms who are now defend­
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ing this country against its foreign 
enemies.
They can refute the stupid claims of 
those who would substitute bureau­
cracy for free competition, and can 
prove that the only real social security 
is that which comes to a man who is an 
effective part of a voluntary, coopera­
tive, productive enterprise.
In carrying forward this undertaking, 
the cost accountant can be of invaluable 
aid to business management. If he can 
think clearly, and act courageously, in 
handling these problems, he can have 
an important influence on the actions 
of businessmen. He can rise to the posi­
tion of business analyst and business 
adviser on cost and price problems— 
an aid whose opinion on the economic 
aspects of business is as much respected 
as that of the lawyer, the economist, 
and the engineer, in their respective 
fields.
The most remarkable development in 
accounting in the past ten years is the 
growth, of professional consciousness on 
the part of the accountants, both public 
and private. The public accounting 
practitioner, it should be noted, now 
considers it his obligation to tell busi­
nessmen what they need to know, in­
stead of what they want to hear. After 
some halting and uncertain steps, the 
profession is at last assuming a public 
responsibility in diagnosing financial 
situations, and prescribing sound ac­
counting practices.
It is essential that the cost accountant 
in the postwar world shall achieve a 
similar position and outlook. It will be 
more difficult for the accountant who is 
a subordinate official of a business enter­
prise to assert his independence of 
managerial domination in matters of 
accounting principle, but it is essential 
and wholly possible for him to do so.
The cost accountant who can attain 
this position must school himself in the 
true meaning of cost elements, in the 
essential relationships between volume, 
costs and prices, and in the fundamental 
philosophy of the kind of private enter­
prise which will be demanded by the 
public in the postwar years.
In doing this, he must be ready to 
abandon some of the concepts which 
have made his work most popular in 
the past. He must shoulder the burden 
of acquainting businessmen with hard 
truths, instead of encouraging them 
with comfortable sophistries.
I suggested earlier that the primary 
task of the cost accountant of the future 
will be to figure costs lower to justify 
reducing prices, instead of figuring costs 
higher to justify increasing prices. This 
will be his most important, most diffi­
cult, and most unpopular task. On his 
success or failure in this task will rest, 
in some considerable measure, the fu­
ture of free enterprise.
Businessmen have long suffered from 
the persistent notion that the way to 
profit and success is to monopolize the 
market and charge a high price. Many 
have tolerated cost accountants chiefly 
because they encouraged this line of 
thought, and supplied figures designed 
to justify it. The accountant who told 
his boss that his costs were higher than 
he supposed, and that therefore the 
company (and probably the whole in­
dustry) ought to be charging more for 
its products, was always welcome in the 
front office.
The greatest industrial genius of the 
present age proceeded on exactly the 
opposite theory. When he began making 
automobiles in a big way, he quoted 
each year a price on his car which was 
lower than his current cost of produc­
tion, in the sound opinion that his in­
creasing volume and improved methods 
would ultimately so lower his costs as 
to make the venture profitable.
At one stage in this procedure, he is 
reported to have fired all his cost ac­
countants in a body—probably because 
he got tired of having them tell him that 
he would go broke if he didn’t stop 
selling below cost. I don’t know what 
became of the cost accountants, but I 
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know that Henry Ford built up the 
greatest manufacturing enterprise of 
modern times—and incidentally ac­
cumulated the world’s largest personal 
fortune.
The successful enterprises of the fu­
ture will be those which follow the Ford 
pattern. They will be those which do 
not dare to produce too little, or charge 
too much. They will recognize that they 
will be tolerated only because they are 
the best possible public servants. Cost 
accountants can help to create such 
enterprises by giving sound advice, 
based on thorough study and clear 
understanding.
I told you that my talk would proba­
bly be a disappointment to my well- 
meaning sponsors on this program. 
They certainly expected me to furnish 
at least some evidence of my assumed 
proficiency in the field of cost account­
ing technique. Not to leave them too 
much embarrassed in your presence, let 
me give you, in a few closing words, a 
brief of my ideas about the technical 
equipment with which the cost ac­
countant of the future should be armed.
First, he should become an expert in 
matters of planning and budgeting fu­
ture operations. He should devote less 
time to statistics of the past, and more 
time to the desirable and probable out­
come of managerial plans. He should 
incorporate in his accounting systems 
as much of what we want and expect to 
happen as of what we have already 
seen taking place.
Second, he should develop a standard 
of performance for every operation, 
every function, every product, and 
every service of his enterprise. He should 
think constantly in terms of what it 
ought to cost to do something, and 
should view what it did cost only in 
this light. He should work as hard to 
get the standards reduced as he does to 
see that actual costs are kept down to 
the standard.
Third, he should recognize that anal­
ysis and control in a modern enterprise 
require a complete two-way classifica­
tion of costs and expenses—one by 
“object of expenditure” and the other 
by function. Every element of profit 
and loss should be doubly classified in 
this manner, with a complete build-up 
of the net result of both bases. This will 
supplant some of the present compli­
cated classifications, which seek ineffec­
tively to accomplish both results in a 
single analysis.
Fourth, he must have a clear knowl­
edge, with respect to every product and 
every operation, of the distinction be­
tween its direct or out-of-pocket costs, 
and its indirect or overhead costs. He 
must know the exact location of the 
“break-even” line at which only out- 
of-pocket costs are recovered. He must 
measure an available price, not merely 
with respect to its coverage of an arbi­
trarily assigned overhead factor, but 
also with respect to its contribution to 
total overhead. He must know the exact 
price at which the business is better 
taken than lost.
Fifth, he must be alert to every possi­
bility to cost reduction through im­
proved efficiency. He must demand at­
tention to every avoidable waste or loss, 
whether of product, labor, or use of fa­
cilities. His techniques must measure 
the percentage of maximum possible 
yield from every pound of raw material, 
every dollar’s worth of labor, and every 
hour of building or machine time. He 
must realize that any business which 
makes a profit in spite of lost product, 
lost time, and lost facility use, is living 
on borrowed time, and in danger of ob­
literation, either by aggressive com­
petitors or an outraged public.
Sixth, he must cooperate in every 
plan for the establishment of incentive 
pay for every sort of operation con­
ducted by the business. He must do his 
part to insure that standards of per­
formance are fairly and scientifically 
established, and that once established 
they become as inviolable as the price 
on a contract with another business con­
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cern. He should encourage management 
in the view that the lowest labor costs 
in the long run will be that of the plant 
whose workers are doing the best job, 
and that the proven method of getting 
the best job done is to make it worth 
someone’s while to do it.
Seventh, he must approach the prob­
lem of distribution costs with the same 
interest and concern that he has exer­
cised for years with respect to manufac­
turing costs. He must recognize that a 
substantial and increasing proportion 
of the costs of all goods is represented 
by the cost of their distribution from 
the factory to the consumer. He must 
analyze and interpret these costs for 
the management, using the same tech­
niques developed in factory cost-find­
ing, and must see that distribution ac­
tivities are subjected to the same critical 
and constructive study as is given to 
operations within the factory.
Eighth, he must distinguish sharply 
between the operating profit resulting 
from the production and sale of goods 
and services, and the distribution of 
that profit to those who share in the 
fruits of the enterprise through receipt 
of interest, dividends, or other distribu­
tions of income. He must bear in mind 
that income and profits taxes form a 
large and growing part of this income 
distribution, and should consider them 
not as a cost of operation, but as a 
participation by the general public in 
the profits which the enterprise may 
earn in serving the public.
Ninth, he must view the operations 
of the enterprise as an attempt to per­
form an economic service, and the prof­
its as the measure of whether that serv­
ice has been efficiently performed. He 
must insist that profits, after agreed 
shares have been set aside for lenders 
and tax collectors, must flow without 
interference to equity owners and en­
terprisers, and that they be no more 
hampered in the receipt and enjoy­
ment of their profits than they are pro­
tected against the penalties of their 
losses.
Tenth, and finally, he should strive to 
Create in the minds of management and 
the public, the idea that accounting 
figures properly developed have an in­
tegrity and meaning of their own, and 
that the accountant is the custodian of 
the truthfulness and usefulness of those 
figures, as much as the lawyer is of his 
statutes, or the physician of his medi­
cines. He must recognize his own true 
stature as an adviser and interpreter to 
management, and not a mere manual 
accomplice, giving arithmetic expres­
sion to the hopes and wishes of the own­
ers of business enterprise. He must 
achieve an independence of spirit which 
will carry with it ultimately the respect 
of all for the authority of his con­
clusions.
It has been my lot in recent years to 
participate in the management of busi­
ness enterprises, rather than in the prep­
aration of their accounts. I have ob­
served for years the need of business 
managers for a strong and vigorous 
policy on the part of their accounting 
advisers. It is my conviction that busi­
ness needs this sort of advice and serv­
ice from the man working in the cost 
field within their own organizations, as 
well as from the public practitioner on 
the outside. I confidently expect that 
development to take place.
No cost accountant need suppose 
that he merely has to assert his opinion 
in contradiction to that of his boss to 
win a place of independence and respect 
for himself. To do that, he must have a 
deep, rich knowledge of the business, 
and of the economic, cost, and price 
factors which govern it, and an ability 
to bring that knowledge to bear on 
business problems, with the aid of a 
highly developed analytical technique.
He has the opportunity to perform 
that service. Given the character, the 
insight, and the determination neces­
sary, he will surely succeed.
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I have been assured that the rules of the Columbia Broadcasting System governing the utterances of com­mentators are not in effect here, and it 
will be in order for me to express opin­
ions which my audience, in the manner 
of free peoples, have the right to accept, 
reject, or ignore.
It would have been very easy and it 
might have been politic for Mr. Greer 
to confine his remarks to an eulogy of 
our present performances and to make a 
rosy preview of days ahead leading to 
bigger, better, and brighter things for 
everybody, including particularly ac­
countants; but, instead, he has made 
the very great contribution of pointing 
out that important as the progress in 
the techniques of accounting may be, 
the vital and paramount problem is the 
extent to which we as individuals can 
influence the course of events, so that 
business may be able to operate in a 
favorable and healthy environment.
Now, accounting and cost account­
ing, not being ends in themselves, must 
constantly adjust and correlate them­
selves to the current business, economic, 
and government philosophies of the 
times, no matter what they may be. Mr. 
Greer has directed our attention to the 
vast forces which are changing funda­
mental and long-established practices, 
ideas, and philosophies. Nazism and 
Communism are alien to our funda­
mental belief, so much so that they can 
never root here. But Fascism is no less 
alien, and an American form of abso­
lutism—arising out of a combination of 
monopolistic corporations and cartels, 
and union leaders and organized labor, 
against a middle class of white-collar 
workers, farmers, and professional men, 
exhausted by the squeeze of high cost of 
living and taxation—would be no less 
disastrous to our system of free indi­
vidual enterprise. Without eternal vigi­
lance on the part of all the people, we 
may succumb to the prime weakness of 
democratic government, namely, a tyr­
anny of majorities and a failure to pro­
tect minorities, and to develop side by 
side with the constituted authority an 
extra-legal and irresponsible authority, 
which by controlling a large block of 
votes exercises an influence on legis­
lation and administration unwarranted 
in the Constitution.
Democratic principles are not in­
stinctive; they go against nature and 
raw human nature. A vast problem of 
education in the spirit of democracy 
continuously lies before us. The spirit of 
democracy is more important than any 
written constitution or body of laws for, 
without the spirit, one form of abso­
lutism differs from another only in the 
numbers who impose it.
It seems to me that, with some under­
standing that the spirit of democracy 
must be taught, continuously taught, 
continuously practiced, we can face up 
to some of these problems and move 
steadily toward a solution without in­
voking undemocratic procedures or 
practices.
Let us start now to study a few of 
them. I will throw out just a few so that 
you may possibly think about them in 
the days ahead. For example, How free 
should free enterprise be?—and that 
question is prompted by the experience 
of seeing industry, whenever it has been 
left to its own devices, as promptly as it 
can possibly do it, try to prevent free 
competition. I have seen it and you 
have seen it, and it culminated in enlist­
ing government aid to do it—the NRA.
To what extent should monopolistic 
controls, cartels, international agree­
ments, absorption of government-paid- 
for war facilities, monopoly by research, 
patent and licensing arrangements be 
permitted, and will the advantages 




I think an extremely important ques­
tion that we must decide is, what part 
should small business play in the eco­
nomic life of the country in the future— 
those concerns which employ fewer than 
500 people, which are not benefited 
from the war, which have not had DPC 
contracts, which cannot afford research 
laboratories, which will find themselves 
at such a great disadvantage in the 
competitive game when this is over. 
To what extent should free enterprise 
be less free because of labor rules, of 
feather-bedding—all of those things 
which deny maximum production at 
lowest cost, and in some cases actually 
deny the right of the citizen to start a 
new business?
To what extent should we authorize 
government agencies to control such 
activities affected by the public in­
terest? To what extent should govern­
ment agencies be delegated power to 
do what cannot be done by the indi­
vidual?
There must be a great number of such 
delegations of power—industry will be 
among the first to demand them. Those 
of us who may wish for regulations to be 
abandoned at the end of the war have 
an utterly hopeless outlook. There are 
so many things to be controlled; there 
are so many things which we as busi­
nessmen are going to demand be con­
trolled; there are so many things that 
we as citizens are going to demand be 
controlled that it is futile to think that 
proper powers will not continue to be 
delegated.
There is, for example, the simple 
little matter of surplus goods that are 
going to come on the market when this 
thing is over. I question whether, if you 
polled any group of businessmen in the 
country, they would tell you that the 
throwing of those goods on the market 
and the washing of the hands of the 
government over the orderly marketing 
of those things would spell anything but 
utter ruin. We are going to have con­
trols. The problem is to determine what 
ones we should have and which powers 
we should delegate to the government.
It should not be difficult, if we con­
tinue to accept the wisdom of our prac­
tice from earliest times of delegating 
certain jobs to a central authority, to 
safeguard that delegation and the ex­
ercise of the authority thereunder by 
the requisite legal provisions and pro­
cedures (whether they now exist or 
must be developed), to insure operation 
under democratic principles. And, fur­
thermore, if those of us who, with a keen 
understanding of what it means to live 
in this country, to be educated here, to 
enjoy all these advantages, nevertheless 
have abdicated our rights by refusing to 
take part in public affairs, by letting 
conclusions be thrust down our throats 
by special pleaders of all types, will 
have a change of heart and will carry on 
faithfully and courageously the duties 
of citizenship, then I think there is no 
great problem of keeping the govern­
ment agencies which we create within 
bounds and within constitutional limits. 
There must be change and growth. To 
stop is to die and decay. We are not 
going to do that.
In considering these problems we can­
not go back to the psychology of the 
good old days. The thinking of the 
whole mass of the people, rightly or 
wrongly, is entirely different from what 
it was one year ago, five years ago, and 
certainly what it was ten years ago. 
We must realize that the psychological 
background for the solution of these 
problems is today different. In the first 
place, industry has made the mistake, I 
think, of indicating some lack of faith 
in free enterprise, by the attempt that 
it made to get government help in 1933 
and in its attempt since that date to 
help itself by certain practices which 
restrict free enterprise.
We also know that the people have 
seen, as Mr. Greer has pointed out, the 
greatest accumulation of capital facili­
ties and the greatest outpouring of 
goods in the history of the world with-
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out seemingly any of the practices 
which capitalism and free enterprise 
assert are vital for the production of 
those things. They may be wrong; they 
undoubtedly do not see the long point 
of view, but you must remember that 
a vast number of people in the United 
States have to live from day to day, 
and they have not the background, the 
achieved status, nor the capital, that 
make men conservative.
We must realize, also, that we are 
facing a time when there is a slowing up 
in the growth of the United States. Our 
natural resources can no longer be 
slashed, destroyed, and wasted to create 
great fortunes. Our population is slow­
ing up, and undoubtedly immigration 
will be slowed down.
We are facing a situation which in 
Europe was faced nearly a hundred years 
ago when there were no new frontiers, 
important frontiers, to speak of; where 
they had plowed the land for a thousand 
years and had to continue to plow it; 
where they had fished the same waters to 
a point where what we use as bait they 
used as good fish food; where they had 
seen the population grow until people 
had to subsist on a utilization of natural 
resources that we have not dreamed of.
We will find that many of the things 
that we despise or look down upon as 
being ignorant and uninspired Euro­
pean methods are nothing more than a 
result of a condition to which eventually 
we may possibly come, but which is 
still a long way off. Therefore, it seems a 
fair conclusion that the market that we 
will see after this war will not expand 
automatically because of new frontiers 
and new population, but will grow 
much more slowly, and the methods 
used will involve intensive cultivation 
of the existing markets, greater econ­
omy, greater competition and, above 
everything, the building up of the pur­
chasing power of the consumer.
Another thing we must remember is 
this, that if survival of the fittest is the 
sole argument which we can bring up in 
favor of free enterprise, it is not a popu­
lar argument with anybody except the 
fittest, and even as the law of the jungle, 
it is not too popular. I understand from 
reading the books of explorers in Africa 
that even the lions and the hyenas and 
the jackals and the elephants all know 
that it is smart to reserve certain hours 
for each one to come down to the pool to 
drink, and also to take their own little 
territories and mark them off. It is also 
well to remember that the lion is smart 
enough to leave a few pieces after he has 
chewed up a deer so that the jackals 
won’t gang up on him.
But more important than that is that 
in the jungle survival of the fittest is a 
question of survival or extinction. But 
in dealing with human beings and civi­
lized society, unfortunately for the logi­
cal outcome of the theory, the unfit 
still survive. They are the debris of such 
a system and, unfortunately, in that 
debris is the seed of corruption and a 
great deal of trouble.
A survey of the ordinary people of the 
United States—people in labor unions 
—shows that what they want above 
everything else is not high wages, not 
shorter hours, not better working con­
ditions, but security. They want secu­
rity. I don’t think that can be chal­
lenged. Somewhere we have got to 
realize that survival of the fittest as a 
doctrine can only be sustained if we are 
willing as businessmen to take care of 
the debris, the human debris that we 
create by that process.
How much better would it be if such a 
barbarous doctrine could be abandoned 
as an argument in favor of free enter­
prise and it could be shown, as it so well 
could be shown, that free enterprise not 
only has a place but is probably the best 
means of achieving a state of society 
which accepts the responsibility of mak­
ing a place for the less fortunate, the 
handicapped, the unemployable, that 
recognizes the interdependence of all of 
the people—a civilized society based 
not on jungle laws but on humanity.
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The problem of unemployment when 
this war is over and the men come back, 
with nine million more men according to 
the latest estimates who will need em­
ployment over and above the number 
we had before the war, is one which we 
are not going to solve by telling them 
that we are operating under the law of 
the survival of the fittest, because they 
may turn out to be more fit, which 
would be rather unfortunate.
But while we are continuing to work 
on these problems, I do feel that the 
men here are especially qualified to do a 
much better job as citizens than many 
people, because they have been trained 
to think objectively; they do not make 
up their minds ahead of time—they find 
the facts and analyze them. They can 
make up their own minds, and upon 
these men rests a tremendous responsi­
bility to think these things through 
clearly and without prejudice.
But while we are doing that, as Mr. 
Greer pointed out, there is a technical 
side to consider. We cannot neglect our 
own professional growth, and Mr. Greer 
has given you ten precepts which are so 
sound and so complete that we would 
all do well to take them to heart. I feel 
this way, however—that accounting 
and cost accounting, while they have 
prospered and grown under a free- 
enterprise system, will be needed under 
any system of government and business 
relations which we can contemplate. As 
a technique of recording business trans­
actions in terms of money, they have no 
substitute. They have existed since the 
dawn of time in every known state of 
society, and will continue.
Cost accounting by the use of stand­
ards and of controls through the prin­
ciple of exceptions furnishes a means of 
controlling material, labor, and the cost 
of production that has again no substi­
tute, particularly if we are willing to 
state those reports and that information 
in physical terms rather than stating in 
terms of money.
I think one of the very great changes 
which will come out of the cost ac­
counting of the war period will be the 
realization that historical record-keep­
ing should practically be wiped out, 
that the cost controlling should he done 
right out in the shop, and that the facts 
should be stated in physical terms 
which are understood by the man who 
controls the operation, in hours of labor, 
in number of men on the payroll, in tons 
of this, in pounds of that, rather than 
turning them into money values.
I think, however, that cost account­
ing as a technique of research and a 
procedure for the analysis and synthesis 
of the problems involved in satisfying 
the needs of the consumer—in other 
words, the entire cycle from manufac­
turing to ultimate distribution—cannot 
have a substitute, if for no other reason 
than that it states quantitative meas­
urements, engineering details, market­
ing data, in terms of money, which is 
the language of financial transactions.
Mr. Greer has opened our eyes to the 
vast problems of this postwar period; 
We can go forward, I think, if we will do 
this—
First of all, if we will realize that we 
have a special duty as citizens to take 
. our full part in helping to solve these 
problems and to do it without precon­
ceived notions or prejudices and with­
out clinging to the past.
Second, we must perfect our ac­
counting knowledge; we must be thor­
oughly grounded. The extent to which 
there is a hazy concept in many cost 
accounting and accounting problems is 
amazing. Our knowledge must be com­
plete, it must be second nature, and, 
furthermore, the full complement of cost 
accounting tools must be used.
One of the greatest uses of costs in the 
postwar period will be obtained through 
differential costs which will enable the 
management to determine which of 
several alternatives it shall take, and 
that cannot be determined except by 
the use of differential costs which have 
been sadly neglected.
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We must use the full equipment of 
tools in our kit. There must be a thor­
ough understanding of the use of stand­
ards and the control of vast amounts of 
detail by the principle of exceptions. 
There must be an understanding of the 
nature of fixed costs, which Mr. Greer 
has covered so well, and the nature of 
their recovery, because that has a prime 
effect on the plans for utilization of the 
plant, expansion of the plant, for dis­
tribution, for the coverage of the mar­
ket, for the price which will develop the 
optimum coverage of the market. That 
cannot be understood unless the cost 
accounting system very clearly reveals 
the total sum of money which must be 
spent in any event whether we produce 
one item or a million.
And, last, I think we can face the 
problems of the future with courage, 
if in doing all this we exercise the 
independence of thought and the cour­
age of execution that befits an honor­
able man in the performance of his 
profession.
War and Postwar Problems in England 
and Canada
By Henry G. Norman
President of the Dominion Association of Chartered Accountants
M
y first pleasure and duty is to 
bring you greetings from the 
 members of the Dominion As­
sociation of Chartered Accountants, 
which Association, as you are aware, is 
made up of all the members of the indi­
vidual provincial institutes of chartered 
accountants throughout the Dominion. 
Also, at this time I want to acknowl­
edge the kindness of the American In­
stitute in extending an invitation to the 
members of the Dominion Association 
to be present and take part in the de­
liberations at your annual meeting. I 
am very glad to say that there have 
been quite a number of our members 
who have been able to take advantage 
of this invitation and who, I am sure, 
will be very much interested in listening 
to and, I hope, taking part in the discus­
sions which are to take place in the en­
suing period.
During the past two weeks I have had 
the opportunity of being in England on 
official business for the Dominion of 
Canada and, while there, I took the 
opportunity to contact the officials of 
the Institute of Chartered Accountants 
in England and Wales. I have been 
asked by its president, Mr. Palmer, to 
bring to you the greetings of the Insti­
tute and I would like to read to this 
meeting a letter which he addressed to 
me under date of October 7th.
“Dear Mr. Norman:
"The occasion of your visit to this 
country on the eve of your attendance 
at the meeting of the American Insti­
tute has given me the opportunity of 
asking you if you will kindly convey to 
that meeting the cordial greetings of the 
Institute of Chartered Accountants in 
England and Wales.
“We in this country observe with ad­
miration the contribution which in the 
military, industrial, and political fields 
the great American people are making 
towards the common cause for which 
your country of Canada and Great Brit­
ain are fighting side by side with them.
“At this time, when the marshaled 
forces, right and wrong, are locked in a 
titanic struggle, we whose profession is 
primarily concerned that rectitude may 
prevail in business and accounting mat­
ters, let us not forget that these matters 
are more than merely of national inter­
est, and remember that as in the politi­
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cal field, they affect all peoples in all 
lands.
“The common aim of the American 
Institute, your own Association, and 
the English Institute is to hold high the 
standard of commercial probity, not only 
amid the disturbances of war, but to 
carry it forward into the days of peace.
“I would like through you to assure 
our colleagues of the American Insti­
tute of our great interest in the work 
they have done and are doing in this 
connection, and of our good wishes for 
their continued welfare.
“Yours sincerely,
“Charles L. Palmer, President 
of the Institute of Chartered Ac­
countants in England and Wales.’’
On my return from England, which 
was only this past week-end, I received 
a suggestion from your secretary that I 
should say a few words as to the more 
recent developments in Canada but, 
before I do that, I would like to refer to 
a few items of interest which I gleaned 
while in England as affecting the ac­
counting profession in England and 
Wales. One of the very interesting 
points which was brought to my atten­
tion was that the Institute of England 
and Wales is conducting examinations 
in German prison camps, also in the 
Army, and they are now endeavoring to 
make arrangements to have them held 
on board ship. This, of course, has been 
done through cooperation with the gov­
ernment departments involved, and 
also through both the British Red Cross 
and the American Red Cross.
They have also been asked by the 
Department of Inland Revenue to sub­
mit certain suggestions in regard to cer­
tain taxation matters.
Third, they feel that something has 
got to be done in Great Britain to pro­
tect the members of that Institute, and 
also members of other professional 
bodies in England and Wales, from a 
situation similar to that which arose 
after World War I, which was that a 
great number of people coming out of 
governmental service felt that they 
could take advantage of that which 
they might have learned in governmen­
tal service to obtain for themselves a 
position in the community as well as 
very substantial monetary accretion by 
going to industrial enterprises through­
out Great Britain and suggesting to 
those industrial enterprises that they, 
with their inside knowledge of govern­
mental procedure, as well as the inside 
knowledge of governmental people, 
could obtain for them various conces­
sions which no other person could. I was 
told that it developed into quite a prac­
tice after World War I, and they were 
very fearful that it would develop far 
more after this present war, owing to the 
great increase in governmental activities.
They are taking such steps as they 
feel proper to prevent such a situation 
arising. I can’t very well tell you what 
those steps are, but I was very interested 
because I think probably we, both in 
the United States and in Canada, will 
all be faced with the same problem, 
and I believe we can all give thought to 
what might be done to prevent that 
undesirable situation. I think it was the 
experience after World War I that the 
result of these activities was the paying 
of a large tribute to these people with 
very little resultant benefit.
In regard to the more important de­
velopments in Canada during the past 
year, I will be very brief. We have been 
able, through our various committees, 
to attain very much closer contact with 
the Department of Finance in discus­
sions in regard to changes in both in­
come tax and also excess-profits tax. 
We are consulted now on many pro­
posed changes, and feel that we are 
able to be of some use to the govern­
ment and, what we consider more im­
portant, of some use to the community 
as a whole.
We are also glad to be able to tell you 
that chartered accountants are now  
recognized by the Income Tax Depart­
ment a little further than they have 
been in the past in that, owing to the 
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greater number of taxpayers and the 
more involved form of taxation, the 
Income Tax Department is faced with 
a shortage of personnel, and couldn’t get 
enough unless they took all of our staffs 
to do the job with which they are faced.
We were glad to collaborate with the 
Tax Department in working out a cer­
tain form known to us as the T-2 ques­
tionnaire, which all corporations now 
have to fill in and we have to sign. If all 
the answers are filled in and we state 
they are correct, there isn’t very much 
that the Tax Department doesn’t know 
about the operations of any company, 
and in this way they are. relying on us 
(they have placed the burden on us but 
we are glad to accept it) practically to 
tell them that the tax return is correct, 
is in accordance with the company’s 
books, and that there are no hidden 
items which should not be there.
The next item is the matter of Na­
tional Selective Service. Of course, we 
have all had the same trouble—we, 
probably a little longer than you—and 
we were able to arrange with the Na­
tional Selective Service Board that all 
applications for deferment from mili­
tary service should flow through a com­
mittee of the Dominion Association, 
whose recommendation should be ac­
cepted by the various district boards 
who pass upon whether a man shall be 
called up or deferred.
We are going a little further than that 
if we can. The government is now pro­
posing to put all accountants under 
what is known as the Technical Per­
sonnel Bureau, which includes, among 
others, chemists, metallurgists, nurses, 
dentists, and various other people who 
are of a professional character. We hope 
this will be brought about because it will 
be a much simpler method of handling 
the entire problem of accountants, not 
only professional accountants but ac­
countants generally throughout the 
whole of the Dominion, than the manner 
in which it has been handled in the past.
We, of course, will be called upon to 
contribute by giving them the necessary 
personnel for an advisory committee 
and also an active control of that par­
ticular section of the department.
Our Treasury Department, which had 
set up quite a large organization to 
check and cross-check all government 
contracts, were a little up against it 
again for staff. They came to us and 
wanted more of our staffs. We endeav­
ored to persuade them that it would be 
a much more efficient practice if they 
were to use the tool which they had at 
hand, which was the chartered account­
ant in his profession, and not to take him 
out of his profession and make him into 
a government servant, and we have at­
tained that objective in so far as all 
subcontracts of the main contracts are 
concerned, in that the government now 
will call upon the company’s own audi­
tor to examine, on behalf of the gov­
ernment, the costs of all subcontracts 
to any of the main contracts.
It apparently seems to be working 
very well, and I think the government 
is now convinced that we can be un­
biased in our view when we have to deal 
with our own clients’ affairs on behalf 
of governmental bodies.
Other problems that we have to face 
now are the same as those you have to 
face, i.e., postwar planning. I would 
just like to outline what we are doing 
along those lines. We have created a 
committee to deal with recommenda­
tions to be proposed by the Dominion 
Association for postwar taxation, both 
Provincial and Dominion, having re­
gard to the anticipated economic situa­
tion after the war. Also, a committee 
to cover the question of a revision of our 
Companies Act. As you know, we have 
a Dominion Companies Act, and we 
also have an individual one for each of 
the nine provinces. We feel that the 
Companies Acts, as they are now con­
stituted, do not call for companies to 
give the information to their share­
holders which, in this more enlightened 
day, shareholders are entitled to have.
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We feel that if we are not careful, we 
may have what you have, which is an 
SEC, and, frankly speaking, we don’t 
want it. So, in order to avoid that situa­
tion arising, we propose that the com­
mittee make recommendations to the 
Dominion and the Provincial govern­
ments with a view to changing those 
Acts so that the statements which will 
be furnished to shareholders will be 
far more informative than in the past, 
and also that they will put some teeth 
into the Acts-—which they don’t have 
at the present time.
The next problem, of course, is the 
postwar and the civil reestablishment 
of students and also of our recent gradu­
ates who are now serving in His Maj­
esty’s Forces. We want to reestablish 
them as fast as possible in the profession 
at the conclusion of this war. It is hoped 
that we will be able to arrange special 
courses, either with the universities or 
through them, and also that financial- 
assistance may be provided by the Do­
minion Government to the individuals 
while they are taking those particular 
courses. With the experience that has 
been gained in the Forces during this 
war, in that one can give concentrated 
courses of studies to individuals who 
can easily absorb the information and 
pass examinations, as has been proved 
in the Air Force in developing various 
classes such as pilots, meteorologists, 
and other people where they have to 
cover technical matters, we feel that 
we can definitely profit by that experi­
ence and concentrate the studies, com­
plete the courses in a shorter time and, 
in some way, give advantage to these 
young students and graduates in a re­
duced period of service, taking into 
consideration what they are doing in 
the Forces at the present time.
There is one other thing I would like 
to mention at this time, about which we 
feel very strongly at present in the Do­
minion, and that is, we feel that in the 
past the members of our profession in 
Canada have been inclined to leave to 
others the formulation of national 
policies in regard to both taxation and 
finance, and have been content to sit 
back and, after the policies have been 
evolved into law, endeavor to become 
the interpreters of the law as applying 
to accounts.
We feel, I think, that the time for 
being merely interpreters of other peo­
ple’s policies is past, that is, if we are 
going to maintain our professional 
standing in the community; and we feel 
that, within the scope of those things on 
which we feel confident to advise, we 
should endeavor to influence the form­
ulation of policies along the lines we 
consider are in the best interests of the 
community as a whole, and this in our 
view is a challenge to each and every 
member of our profession. That is sec­
ondary only to that which is the great­
est challenge of all to all of us, and that 
is to win the war as quickly as possible.
Civil Rights and Administrative Absolutism
By Joseph W. Henderson, Pennsylvania
President, American Bar Association
I welcome the opportunity which has been afforded to me as president of the American Bar Association to 
appear before this distinguished gather­
ing, representing the outstanding men 
in the profession of accountancy. Our 
associations have much in common. 
You are somewhat younger but, as 
time goes on, our paths are crossing 
each other more frequently.
As a matter of fact, a lawyer is not 
trained well, he is poorly trained, if he
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does not have some basis and knowl­
edge of accounting, even ordinary book­
keeping. The problem of the lawyer to­
day is economics. He is constantly pass­
ing upon business matters; in nearly 
every problem a tax question arises 
and, frankly, I marvel how any lawyer 
can practice his profession without a 
smattering at least of books of account.
To be personal, my own experience 
was most fortunate. I was brought up 
in a manufacturing family, with a father 
who knew books thoroughly, who in­
sisted that his children have the knowl­
edge that in their daily lives they either 
owed something to someone or some­
one owed something to them, and who 
from that simple premise built up a 
practice of explaining books, which sub­
sequently we studied.
Our main interest and attention is fo­
cused today on the successful outcome 
of the war. Our undivided efforts and 
attention and all our resources are 
pledged to do what we can for that day 
when peace will be here—we trust in the 
not too distant future. The lawyers of 
the country, in the meantime—if I may 
be so bold as to say so and not be con­
sidered immodest in making a few 
claims in their behalf—have done a 
wonderful piece of work, which is un­
sung and unheralded, and largely un­
known publicly, wherein they have 
offered their services to take care of the 
legal problems of soldiers and sailors 
and their dependents wherever they 
may be, and primarily without any 
thought of compensation. We know 
that there have been magnificent results 
derived from this work. It has been a 
morale builder beyond anyone’s con­
ception. I have just returned from the 
Pacific Coast, where I have seen the 
work in action in that section, particu­
larly in the State of Washington, where 
we have so many camps for soldiers and 
sailors. We have seen it on the East 
Coast; we have seen it in the South; we 
have seen it in the Middle West; and in 
the camps overseas.
These boys have their problems. They 
may involve domestic problems, estates, 
mortgages, leases, and the usual gamut 
of legal problems that arise in the lives 
of everyone. There have been set up 
legal assistance offices by the Army 
and Navy Departments. In other words, 
a soldier or sailor, commissioned or non­
commissioned, having a knowledge of 
law, is actually assigned to take care of 
the problems by his particular com­
mander. And if the matter is such that 
he cannot take care of it, and it re­
quires the service of a civilian lawyer, 
the legal assistance officer has in his 
possession the names of the state chair­
men of the bar associations; and in 
whatever state the problem arises, he 
sends the matter to that chairman. The 
chairman sees that it goes to the proper 
section in his state, and that a lawyer 
in that section handles the matter 
promptly and efficiently, and without 
any thought of reward except that of a 
job well done. In that way, he is doing 
his bit; all the relatively small items 
piece together to make a good-sized 
whole, and the combined effort is 
worth while.
However, the war will be over, and 
we are already making plans for the 
postwar world. The average American 
citizen has been and will continue to be 
willing to put up with anything—incon­
venience, discomfort, even privation— 
to win the war. He has given up many 
of his fundamental rights and the right 
of free enterprise; but, in giving them 
up, he desires those to whom they are 
surrendered to consider that they hold 
those rights in trust for the duration of 
the war, and upon its termination they 
are to be surrendered in the same spirit 
of liberalty with which they were given 
up.
One of the major problems of the 
postwar reconstruction will be the resto­
ration of those civil rights, temporarily 
surrendered, and the restoration of free 
enterprise. During this wartime, it is 
perhaps necessary that various agen­
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cies, known as administrative tribunals, 
have the right to be final in administra­
tion. I am not certain that is so. But, 
assuming they have the right now, only 
because it is necessary to win the war, 
when the war is over we must go back 
to having a country that is governed by 
laws and not by men, to the restoration 
of our constitutional system of justice 
under law, and to the maintenance of 
those provisions.
We in the legal profession are very. 
much concerned about a tendency which 
is becoming widespread and which needs 
correction. We know that applies not 
only to our profession, but to the entire 
public of this great country. That has 
to do with the orders and decisions of 
these governmental agencies. Every 
person alive today is being somewhat 
regimented by the orders of these 
agencies. Many people do not realize it. 
It is your job and mine, as did Paul 
Revere of old, to hang out the lantern 
so that the people may see just what is 
embodied in this form of government. 
We must be the watchmen, we must be 
the educators, we must be the super­
visors, to see that the system is sub­
jected to and receives proper legislation, 
so that in the final analysis one’s rights 
may be adjudicated before such bodies 
in the proper constitutional fashion.
There are those who believe in ad­
ministrative absolutism and unchecked 
administrative action. They state that 
the court of popular opinion will correct 
all abuses. It is well to bear in mind that 
some of the strongest supporters of this 
administrative absolutism come from 
the refugee professors from continental 
countries, who are now teaching the 
continental system of political science 
in our universities. They do not under­
stand the separation of powers, as we 
do in our American doctrine. They feel 
that Congress is the only agency of the 
government through which the sover­
eign will of the people actually expresses 
itself, and that Congress has a superior 
position in our constitutional polity.
They also seem to think the administra­
tive officials have the power to construe 
acts of Congress, and make interpreta­
tions for administrative purposes. This, 
of course, is exactly the notion of French 
administrative law, and certainly is not 
what has been understood as the law in 
this part of the world. Unfortunately, 
however, their teachings have had a 
great deal to do with the spread 
of the theory of administrative abso­
lutism throughout the colleges in our 
country.
Those who object to administrative 
absolutism, to unchecked administra­
tive action upon the rights of individ­
uals without the restraints which are 
imposed upon all other governmental 
activities, are not at all seeking to do 
away with administration and adminis­
trative agencies. Everyone must recog­
nize that a great deal of administration 
and a great many administrative agen­
cies are necessary in the urban, indus­
trial society of today. But these agen­
cies operate without the checks by 
which legislative action, ordinary exec­
utive action, and judicial action are 
restrained.
We are endeavoring to procure the 
necessary reforms for the enactment of 
legislation to secure justice in these 
agencies, with the right of appeal to a 
recognized court of law. We want 
checks upon these tribunals, and we 
favor a decision by a court, because 
this is subject to criticism by a trained 
profession. Every decision appears in 
a public record, and every judgment is 
subject to review by a bench of judges, 
not the one who has just made the deci­
sion. In all appellate court cases, im­
portant decisions are published in law 
reports. This is not true of administra­
tive determinations.
It has been said that public opinion 
will take care of the few sporadic cases 
of arbitrary action; but experience does 
not show that to be the fact. Examina­
tion of the cases shows the contrary be­
cause:
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(1) There is a tendency to go outside 
or beyond the authority of the 
statute creating them.
(2) They endeavor to develop the pol­
icy of the statute;
(3) There is a tendency to decide with­
out hearing, or without hearing one 
of the parties.
(4) There is a tendency to decide on 
matters not before the agency, on 
secret reports or evidence not pro­
duced at the hearing.
(5) There is a tendency to make deter­
mination without basis in evidence 
of logical probative force.
(6) There is a tendency to make an ad­
ministrative proceeding one to give 
effect to a complaint, undifferen­
tiating rule-making, investigation, 
prosecution, the advocate’s func­
tion, and the judge’s function.
(7) There is a tendency to make admin­
istrative rules exceeding the statu­
tory authority.
(8) The chief argument against effec­
tive judicial review is that it ham­
pers efficient administration, and 
that it is technical legalism. But 
they should have findings of facts 
upon which to base their orders, as 
all other tribunals are required to 
do. This is not legalism, it is con­
stitutionalism.
(9) It is argued that a great variety of 
administrative agencies require va­
riety in modes of review. We have 
learned that a great variety of sub­
jects coming before the courts do 
not require variety in appellate 
procedure. A simple mode of appeal 
has become established throughout 
the country.
Legislation is abundantly needed to 
correct this situation, both with respect 
to federal administrative agencies, and 
in most of the states. Four points should 
be insisted upon:
(1) That both sides and all persons to 
be injuriously affected must be 
heard fully before orders and de­
terminations are made against them.
(2) That nothing which is to be used as 
the basis of an administrative de­
termination adverse to a party’s 
interest be withheld from his scru­
tiny so as to deprive him of full 
opportunity to explain or refute it, 
and nothing to be used in arriving 
at the determination is to be with­
held from the record for review.
(3) That whenever determinations are 
made injuriously affecting individ­
ual interests, findings of fact be 
required, and a record showing 
fully and clearly on what the find­
ings are based, so as to make review 
possible and effective in order to 
ensure that the findings have a basis 
in evidence of rational probative 
force.
(4) That a simple procedure be pro­
vided by which orders and deter­
minations may be reviewed to de­
termine whether there has been a 
full and fair hearing of all sides, 
whether the facts in dispute neces­
sary to the decision have been 
found, whether the findings have 
support in evidence of rational pro­
bative force, whether the order or 
determination is in accord with the 
statute governing it, rightly inter­
preted and applied, and whether 
the administrative agency has ap­
plied according to law the standard 
committed to it by statute or has 
applied a different one, perhaps of 
its own making, or has acted upon 
no standard.
We, therefore, your association and 
ours, must link arms to carry on this 
fight because, if bureaucracy grows, the 
need for your services will be lessened. 
The public needs you and the public 
needs us; but if all that we have been 
talking about is simply a small step in a 
scheme for the end of private enter­
prise and the disposing of private prop­
erty and the removal of all class distinc­
tion, then we will no longer have those 
constitutional rights which we hold so 
dear.
“There was a dream—that man could 
one day speak the thoughts of his 
own choosing;
There was a hope—that man could 




There was a prayer—that each could 
speak to his own God, in his own 
church.
That dream, that hope, that prayer 
became America.”
We must, with all our strength, refuse 
to give up any of it. This is one of the 
important matters. We must see to it 
that a strong, workable, comprehensive 
administrative law bill is prepared, 
which will deal in effective terms with 
the subject. The machinery must then 
be set up, so that the bill will be prop­
erly publicized, and the judiciary com­
mittees of both houses of Congress are 
made to understand its provisions. The 
necessary congressional groups must be 
interested in this problem themselves, 
to the end that the necessary legislation 
be enacted.
This is vital to us all. You as well as 
ourselves are interested in this subject, 
and nothing we can now conceive of 
will play more of a part in our meeting 
those boys, when they come home from 
abroad and from the far-flung battle­
fields, and say, “What kind of a coun­
try are we coming back to? The one 
we left, with its constitutional form of 
government, or a new one with con­
tinental theories of how we should be 
governed?”
We owe it to those fighting men to 
give back to them that which they think 
they are fighting for: all of those rights 
which we have temporarily surrendered, 
and a country which they can continue 
to be proud of and in which the indi­
vidual still has his right to have his 
matters and his problems discussed and 
determined by an established court of 
justice, which is protected under law.
The Role of the Committee for Economic 
Development in Postwar Planning
By Paul G. Hoffman, Indiana
Chairman of the Committee for Economic Development; President of The Studebaker Corporation
T
he invitation to speak at this 
meeting of the American Institute 
of Accountants is deeply appreci­
ated. Considerable experience with mem­
bers of the accounting profession and 
their work has taught me that their 
outstanding characteristic is to be found 
in their regard for facts—their insistence 
on discovering the facts, their faculty 
for analyzing them and, finally, their 
willingness to face them. Many years 
ago I heard Dr. Wilbur of Stanford 
say, “If you don’t get the facts, the 
facts will get you.”
The Committee for Economic De­
velopment is presently engaged in try­
ing to get the facts about the postwar 
problems which this country will face 
when peace comes. We are trying to get 
action based on those facts. You can be 
of inestimable help to us.
As we meet here tonight to discuss 
plans for the postwar period, may I 
suggest that we in the first instance pay 
tribute to the American boys who at 
this very moment are fighting all over 
the world—on land, on sea, and in the 
air. And their heaviest fighting lies 
ahead. Before total victory is ours, our 
fighting men may not only be flying 
over the Ruhr, but marching through 
it. They may be forcing their way back 
through the pass of Thermopylae and 
fighting their way down the road to 
Mandalay. The first responsibility of 
every man, woman, and child in Amer­
ica is to give them all the help we can. 
The war effort should and must have 
complete priority.
But time must also be found now to 
consider problems for which answers 
must be ready when hostilities cease. 
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We have paid a terrific price in blood 
and tears because we were unprepared 
for war. We may pay an equally devas­
tating price if we are similarly unpre­
pared for peace. Our sons are winning 
the war for us. It is our task to take the 
initial steps now to assure that the 
peace will be won. That cannot be ac­
complished by wishful waiting.
Of late we have heard much about the 
fact that there is no need to be con­
cerned about peace because it will come 
gradually—first in Europe and some 
time later in the Pacific. That sounds 
plausible but from the standpoint of 
the impact on our business economy, the 
termination of the war in Europe will 
bring us face to face with 80 per cent of 
the problems total peace will bring. 
Unless we are prepared, partial peace 
might bring partial paralysis of our 
economy, which in turn might have a 
disastrous effect on the willingness of 
our people to work and fight until Japan 
is brought to her knees. I am one of 
those who believe that anything short 
of the unconditional surrender of Japan 
is unthinkable.
With final victory will come the ur­
gent need for the attainment of new 
high levels of employment and produc­
tivity that would have seemed fantastic 
three years ago. The problem is not 
merely one of reconversion of facilities 
from wartime to peacetime manufactur­
ing. That could be accomplished quite 
readily and with little loss of time. The 
magnitude of the task arises out of the 
fact that we must achieve a major ex­
pansion above anything hitherto known 
in peacetime. And it is a peacetime year 
that must be our base, because this war 
economy in which we are now engaged 
has no more relationship to the normal 
than has an economy from the planet 
Mars, if they have one there.
Our last peacetime year was 1940. 
Taking employment first, we find that 
approximately forty-six million people 
were gainfully employed. Less than six 
hundred thousand of them were serving 
in the armed forces. Relatively few were 
engaged in armament production. From 
an employment standpoint, the situa­
tion was not satisfactory because it is 
estimated that there were from six to 
nine million competent workers unem­
ployed. As of July 1 of this year (1943), 
there were more than sixty-one million 
people in our working-fighting force. 
Of this number, approximately nine 
million were in the armed services.
To my way of thinking, it is impor­
tant that we define as closely as possible 
our postwar employment goal. The 
forty-six million of 1940 was obviously 
low. The sixty-one million of the present 
date is probably overemployment. It is 
not enough, in my opinion, merely to 
state that we must have full employ­
ment. As a matter of fact, I consider 
that a dangerous phrase even though 
I recognize that among economists it 
does not mean a job for everyone at all 
times. However, if enough politicians, 
economists, businessmen, and labor 
leaders keep talking about full employ­
ment, it will have just one meaning to 
the man who is even temporarily out of 
a job when this war is over, namely, that 
he has been promised something he has 
not received. What we really should 
strive for is a new high level of employ­
ment—one high enough to approximate 
what an economist would call full em­
ployment. Strangely enough, even the 
best of the economists don’t agree as to 
what this figure should be. But it is safe 
to say that we will have an eminently 
satisfactory situation if we gainfully 
employ somewhere between fifty-five 
and fifty-eight million people in the im­
mediate postwar period. That means 
there should be available from nine to 
twelve million more jobs than there 
were in 1940.
Of these nine to twelve million new 
jobs which will be needed, the probabili­
ties are that some two million of them 
will be found in our new postwar army. 
The overwhelming percentage of the re­
mainder must be provided through 
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commerce, industry, agriculture, the 
trades, the professions, and in domestic 
service, unless we are to have too much 
employment by government. I would 
like to explode one idea that’s prevalent, 
namely, that if productive work is not 
available on the private front, a gigantic 
public works program is the answer. 
As a matter of fact, if you will take a 
look at the PWA and WPA figures of 
1940, you will find that they total just 
about as many men as can possibly be 
employed at useful work by the govern­
ment within one year after peace comes. 
We will need a public works program 
after the war. We have had a holiday on 
highway building and maintenance, so 
that much of our highway system will 
have to be reconstructed to meet mod­
ern traffic conditions. It is anticipated 
that there will be a great postwar ex­
pansion in airport construction. How­
ever, if a green light were given to all 
the projects blueprinted by the Na­
tional Resources Planning Board, it is 
estimated that fewer than six hundred 
thousand people would be provided 
with jobs within one year. Similarly, if 
all projects of the state and local level 
for which blueprints are made were 
given the go-ahead, the best that could 
be hoped for is that within one year two 
and a half million more might find jobs 
in such work.
That is the goal as far as jobs are con­
cerned—but a goal of jobs alone is not 
enough. High-level employment could 
be attained very easily if we disregarded 
completely the reasons for its attain­
ment—a high standard of living and 
the maintenance of our free society. 
Suggestions are already being made that 
the answer to the postwar employment 
is the thirty-hour week with forty hours 
pay. It is to be assumed that if the 
thirty-hour week doesn’t meet the prob­
lem, we might drop back to twenty—or 
fifteen. Overlooked would be the point 
that it is only by producing more that 
we can have more to divide. With the 
present status of technological develop­
ment we must, in my opinion, maintain 
the forty-hour week if we are to attain 
a higher standard of living.
Jobs also might be created by turning 
our backs on technological advance­
ments but at what a cost! During the 
depression, legislation was offered pro­
hibiting the use of steam shovels on 
road work. It was argued that by so 
doing one hundred and fifty jobs would 
be created for every steam shovel put 
out of business. If that is any answer to 
unemployment, who not teaspoons? If 
that wouldn’t solve it, toothpicks cer­
tainly would! A highway project one 
thousand miles in length, restricting 
workmen to the use of toothpicks in 
subgrading, would provide employment 
for all able-bodied people in the United 
States for the next decade. So what?
Actually, if we want to build up high- 
level employment for the long pull, we 
must take advantage of every techno­
logical advancement as rapidly as possi­
ble. If there are any questions in your 
mind in that regard, they should be 
answered by the little-publicized report 
of the National Bureau of Economic 
Research, issued in March, entitled 
“Employment in Manufacturing, 1899- 
1939: An Analysis of Its Relation to the 
Volume of Production.” In this report 
the Bureau points out that the indus­
tries with particularly large increases in 
both employment and output between 
1899 and 1939 were in general those in 
which exceptionally large declines oc­
curred in employment per unit of prod­
uct. It mentions the automobile indus­
try as having cut jobs per unit most 
sharply in that period, and yet as hav­
ing registered the largest gains both in 
total numbers employed and in output. 
In contrast, the lumber industry in­
creased its employment per unit of prod­
uct and suffered a sharp reduction both 
in total employment and total output.
To be certain that we not only have 
jobs enough but also the right kind of 
jobs, we must increase substantially 
our gross output of goods and services. 
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In the year 1940, gross output (not na­
tional income) was $98 billion. If we are 
to have jobs of the right kind for those 
fifty-five to fifty-eight million people 
after the war, that output will have to 
be increased 30 to 50 per cent or, using 
the 1940 dollar, $29 to $49 billion. This 
could not be accomplished overnight, 
but there will not be too much time to 
bring it about, perhaps two years after 
final victory being the limit of time al­
lowable. When one considers that a 3 
to 5 per cent annual increase in pro­
ductivity in a normal period is consid­
ered satisfactory, the enormity of the 
job that lies ahead becomes evident. All 
doubt as to the need of preparing now to 
win the peace should be dissipated. 
At least, so it seems to members of the 
Committee for Economic Development. 
We believe that once the facts are faced, 
three conclusions are inescapable.
(1) It is the responsibility of every citi­
zen to make his utmost contribution
. to winning the peace as well as 
winning the war.
(2) Individual employers must start 
now to develop bold, intelligent 
postwar plans covering both prod­
ucts and marketing for their own 
individual enterprises.
(3) All policies of government, busi­
ness, and labor which stifle initia­
tive and interfere with expanding 
employment and production must 
be changed.
Now I should like to tell you how the 
CED proposes to make its contribution. 
First, let me mention that I have no 
confidence whatever in the ability of 
any agency—public or private—to make 
over-all plans for our economic system, 
or for our business program. However, 
I do have the highest confidence in the 
ability of individual businessmen to 
plan for the future of their own busi­
nesses. In my opinion, the initiative 
and resourcefulness of the individual 
enterprisers in this country constitute 
one of our greatest national resources. 
The problem is properly to develop this 
great resource, to stimulate hard think­
ing on the part of these entrepreneurs.
The CED, Its Background and 
Organization
The Committee for Economic Devel­
opment is composed of a board of eight­
een trustees, twelve regional chairmen, 
and approximately one hundred dis­
trict chairmen. The idea of establishing 
the Committee originated when Secre­
tary of Commerce Jesse Jones called 
together a group of businessmen almost 
a year ago. The Committee is com­
pletely independent and self-financed, 
but continues to have the active support 
of Secretary Jones and Undersecretary 
Wayne C. Taylor. Furthermore, it has 
been assured cooperation by other gov­
ernmental agencies as well as great 
national business organizations.
Basic responsibility for the Commit­
tee’s activities rests with its board of 
trustees. Its activities are carried out 
through two major divisions: the Field 
Development Division and the Research 
Division. Marion Folsom, treasurer of 
Eastman Kodak Company, who is a 
member of the board of trustees, heads 
the Field Development Division. Curtis 
H. Gager, president of Walter Baker & 
Company, is its vice-chairman. Ralph 
Flanders, president of Jones & Lamson 
Machine Company, who is also a trus­
tee, heads the Research Division.
The Field Development Division
The Field Development Division has 
the responsibility of stimulating, en­
couraging, and helping individual enter­
prises in planning their programs of 
products and marketing for the postwar 
period. Its first effort has been so to 
organize its activities that a package of 
“know-how” might be made available 
to all businessmen. Experts in produc­
tion, marketing, sales, finance, and re­
tailing have pooled and are pooling their 
knowledge in an effort to help business 
to help itself. During the last year not 
less than a quarter of a million dollars 
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worth of free time has been donated to 
the CED. We have ten committees at 
work, each making its particular con­
tribution.
First of the ten is the Industrial Ad­
visory Committee, which has been or­
ganized since the beginning of CED. 
David C. Prince is chairman, and T. V. 
Houser, vice-chairman. Its job is to 
work with the postwar planning execu­
tives of the nation’s large corporations 
to get material for case studies which 
will be distributed through CED com­
munity committees.
Group two is the Marketing Advisory 
and Action Committee, which has as 
chairman T. G. MacGowan with Profes­
sor Albert Haring, president of the 
American Marketing Association, as 
vice-chairman. This committee is at 
work on a number of projects, three of 
which will be of particular interest to 
this group. You will recall that Morris 
Livingston, in his stimulating and pro­
vocative Markets After the War, offered 
estimates of the postwar volume of some 
seventy commodities. These estimates 
were based on the assumption of a very 
high level of productivity. The commit­
tee is, in the first instance, challenging 
and refining Dr. Livingston’s estimates 
and also breaking up the seventy classi­
fications into more than 400. That is a 
stupendous undertaking but, in addition 
to Mr. MacGowan and Professor Har­
ing, some thirty-five market analysts are 
donating a considerable part of their 
time to it. These tables probably will 
be ready at the end of the year. Second, 
a study of the market changes which 
will result in the postwar period from 
the redistribution of population. Third, 
an analysis of postwar employment, 
providing estimates of the number of 
people who will go into business for 
themselves, the number who will be 
with government, the number in retail, 
manufacturing, wholesale, service, con­
struction, agriculture, and so forth.
Group three is the Engineer Consult­
ants Advisory and Action Committee 
under the chairmanship of Edwin Booz, 
of Booz, Allen & Hamilton. Included in 
the membership of this committee are 
George S. Armstrong, past president 
of the Association of Consulting Man­
agement Engineers; H. V. Coes, of 
Ford, Bacon and Davis; H. A. Hopf, 
of H. A. Hopf Company; C. Oliver 
Wellington, of Scoville, Wellington and 
Company; and Charles R. Steven­
son of Stevenson, Jordan and Harrison, 
Inc. This important committee will re­
view all publications offered by CED 
dealing with industrial management 
and also is planning several publications 
of its own.
Group four is the New Materials 
and Designs Advisory and Action Com­
mittee with G. F. Nordenholt as chair­
man, and Gerald Johnson as vice-chair­
man. The members of this committee 
will prepare a sound slide film on mate­
rials and designs, issue a book on new 
materials, and work with two hundred 
magazine editors in this field to stimu­
late the publication of articles which 
will be helpful to the men in this field 
who are doing postwar planning. A 
board of review consisting of Raymond 
Loewy, Walter Dorwin Teague, Henry 
Dreyfuss, Edmont Arens, Donald Doh­
ner, and John Morgan assists this com­
mittee.
Group five is a very important part 
of this new program, the Retail Ad­
visory Action Committee. Twelve re­
tailers, one from each of the Federal 
Reserve districts, will act here to aid in 
the preparation of material for retailers. 
With the activities of the Retail Coun­
cil, the Retail Advisory Action Com­
mittee, and the Retail Staff, more than 
one million businessmen will be serviced 
with helpful, stimulating facts by CED.
Group six is the Finance Advisory 
Committee, which is in formation and 
which will supply information on financ­
ing in the postwar period.
Group seven is a committee from the 
American Association of Advertising 
Agencies. Its job is to inform all adver­
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tising agencies on the activities of CED, 
and to see in what ways the agencies can 
be helpful to their clients in making 
postwar preparations. The agencies will 
also suggest to those clients who have 
not started planning that they begin 
to do so. The Four A’s group will write 
to their membership and to 700 agen­
cies who are not members, but who will 
be invited to cooperate.
Group eight is the Sales Personnel 
Advisory Committee, which has pre­
pared a handbook on postwar sales 
training. Membership for this commit­
tee comes from the National Society of 
Sales Training Executives.
Group nine, which will dovetail its 
activities with group eight, is the Sales 
Executive Action Committee. With 
members from the National Federation 
of Sales Executives, this group will 
distribute the Sales Training Handbook, 
the sound slide film on new materials and 
designs, and also work with magazine 
editors covering this field on the im­
portance of building up sales organiza­
tions to handle the sales of more goods 
and services and keep high levels of 
production really high.
Group ten is the Committee on the 
Special Problems of Small Business, the 
chairman of which is Lou Holland. This 
committee is advisory to both the Field 
Development Division and the Re­
search Division.
It is hardly necessary to tell you that 
having a package available does not 
mean for a moment that all the em­
ployers of America will eagerly beat 
a path to our doors and demand it 
forthwith. No indeed! Regardless of its 
merit, the problem of distribution is 
still with us. There are two million 
employers in America, and it is our self­
imposed task to try to get as large a 
number as possible to plan boldly and 
to help them plan intelligently. That 
calls for a carefully conceived campaign. 
We are operating on three fronts:
(1) Through direct contact with the 
largest corporations.
(2) Through trade associations, an ac­
tivity headed by Pyke Johnson.
(3) Through local CED committees in 
the more important employment 
centers.
Organizing this third front is the one 
that calls for the greatest expenditure 
of effort and also holds the greatest 
promise. There are twelve hundred im­
portant employment centers in the 
United States. Only through mobilizing 
community leadership in these centers 
can we hope for any sound solution of 
postwar employment problems.
As of today, top-flight leaders in 
more than nine hundred communities 
have agreed to act as CED chairmen. 
They are setting up independent com­
mittees but in every case our com­
mittees are collaborating with other 
civic groups. Speaking generally, in 
most cases local CED committees are 
staffed by the Chamber of Commerce 
or some other existing business organi­
zation.
There is much inspiration in what has 
already been accomplished by these 
local committees. If time permitted, 
you would get a thrill out of the story 
of Memphis, Cleveland, Peoria, Albert 
Lea, and perhaps an additional hundred 
communities that have really gotten 
under way. Your faith in the resource­
fulness and inventiveness of the Amer­
ican businessman would be deepened, 
regardless of how strong it may have 
been heretofore.
The Research Division
The Research Division is concerned 
with the creation of an environment in 
the postwar period favorable to the 
expansion of enterprise. It suggests that 
many of the present policies of govern­
ment, business, labor, and agriculture 
have sprung from fears that are in­
herent in an economy of scarcity. Mo­
nopolistic practices in that area of our 
economy where competition should pre­
vail result from fears that there will not 
be enough customers for our goods. 
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Labor’s support of featherbedding rules, 
in opposition to incentive payment, 
has its roots in a conception that there 
are not enough jobs to go around. All 
restrictive measures in the field of agri­
culture spring from the fear of produc­
tion in excess of demand. As far as 
government policies are concerned, they 
are a mere reflection of all these fears. 
There must be an abrupt about-face on 
the part of all of us if we are not to 
miss a genuine opportunity to achieve 
an economy of plenty.
In setting up the Research Division, 
the trustees recognized that the cri­
terion by which these policies should be 
judged is that of the general public 
welfare. They did not suggest that 
studies of these policies should be under­
taken by businessmen who consciously 
or subconsciously might be prejudiced. 
They proposed rather that a Research 
Staff of university economists be or­
ganized and instructed to carry forward 
studies with the sole objective of sug­
gesting changes which would help us 
maintain a free and dynamic society.
The Research Division consists of a 
Research Committee composed of busi­
nessmen, a Research Advisory Board 
composed of independent scholars, and 
a research staff composed also of inde­
pendent scholars temporarily employed 
by the Committee for Economic De­
velopment.
The Research Committee is headed 
by the chairman, Ralph Flanders, known 
as a successful businessman and an 
economic stateman. The other members 
of the Committee were likewise selected 
on the basis of their interest and com­
petence in economic affairs and their 
standing in the business world. This 
Research Committee is charged with 
responsibility for selecting the research 
director and initiating research projects. 
In practice its members are giving in­
valuable advice to the research staff in 
their various studies. The Research 
Committee also has the right to issue 
statements of policy, a right which 
it will shortly exercise in the matter 
of settlement of terminated war con­
tracts.
The Research Advisory Board is made 
up of leading social scientists selected 
for their competence and intellectual 
integrity. The chairman of this group 
is Sumner H. Slichter. All the members 
hold important academic or research 
positions and have enviable reputations 
as scholars. The Research Advisory 
Board provides guidance to the Re­
search Committee and the research 
director in the selection of problems to 
be investigated, and helps the research 
director in the choice of personnel. 
Reading committees from the Advisory 
Board have final decision as to whether 
a study possesses the merit to warrant 
publication.
The research staff is headed by the 
research director, who is primarily re­
sponsible for the selection of personnel 
and for the coordination of the various 
studies. For each study a careful search 
is made for the best man available, and 
he is then given full freedom of action. 
By insuring independence for their re­
search, the Committee for Economic 
Development has been able to enlist 
the services of a notable group of schol­
ars. They include the research director, 
Theodore O. Yntema, who brings to this 
assignment a first-rank reputation as 
a scholar and an economist and an en­
thusiastic interest in the problems of 
business and commerce. He has as his 
immediate associates, Howard B. Myers 
and Gardiner C. Means; and those in 
charge of specific projects, Charles C. 
Abbott, J. M. Clark, Clare E. Griffin, 
Harold M. Grove, Calvin B. Hoover, 
A. D. H. Kaplan, John K. Langum, 
Robert Nathan, and Theodore M. 
Schultz. In addition, we have been able 
to obtain advisory assistance from Wil­
liam A. Paton, Henry C. Simons, Jacob 
Viner, John H. Williams, and other 
leading social scientists. I believe it is 
safe to say that never before has so 
distinguished a group of economists
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addressed themselves to such important 
problems.
Our research studies fall into two 
parts: those concerned especially with 
the transition from war to peace; and 
those which are of longer run signifi­
cance. The transition studies include: 
Lessons from World War I and its after­
math.
Cancellation of war contracts.
Disposal of government-owned plants 
and surpluses.
Manpower demobilization and reem­
ployment.
Provision for unemployed workers in 
the transition period.
Demobilization of wartime controls. 
Monetary and Banking policy in the 
transition period.
Postwar changes in the tax structure. 
Financing the reconversion and expan­
sion of business.
Postwar problems of agriculture. 
Postwar problems of international trade. 
(Of these studies, that of the Cancella­
tion of War Contracts is the only 
one which has been completed.)
The major studies of a more general 
character include:
A general survey of the problems in 
achieving a high level of production 
and employment.
Business incentives and taxation. 
The special problems of small business. 
Ways and means to combat depression.
The last two of these will be formally 
authorized as soon as some of the earlier 
projects are completed and funds be­
come available to finance them.
When these studies are completed 
and ready for publication we shall dis­
tribute them not only through ordinary 
channels but also to our local commit­
tees throughout the country. Thereby 
we hope to make available to business 
leaders the best thinking we have been 
able to muster on the economic prob­
lems whose solution will in large part 
determine our postwar economic cli­
mate and hence the possibilities of our 
achieving a satisfactory high level of 
production and employment.
Outlook
That, in brief, is the way the Com­
mittee for Economic Development is 
set up to help commerce and industry 
get ready now to supply jobs as soon as 
the war ends.
The prospect is agonizing—and hope­
ful and inspiring. It is hopeful because 
peace, when it comes, will find a huge 
pent-up need and desire for goods— 
and many billions of dollars of savings 
available to permit people to translate 
their desires into buying demand. In­
dustry’s problem will be to meet the 
demand, not to create it. The prospect 
is inspiring because, as Donald M. Nel­
son puts it, we are on the edge of a new 
world, and what a chance we have to 
make that a better world than ever 
known to date—the kind of world 
that’s really worth fighting for!
Business must be ready to act quickly 
and surely when that time comes. Long 
before peace arrives, it must have planned 
actively and soundly for the postwar 
period . . . and it must have planned 
boldly. Only bold planning now can 
form the basis for the bold action nec­
essary immediately after the war ends.
For, once peace comes, industry must 
be ready to race to high-level employ­
ment very quickly. The desire for goods 
will be in the people’s hearts and money 
to buy will be in their hands, but busi­
ness and the other segments of our 
economy must be ready to put the idle 
millions to work. Jobs must be pro­
vided for the idle millions before long 
unemployment brings them fear and 
disillusionment and want. All of us 
must be prepared for this grim, yet 
inspiring, race. If business has planned 
boldly and has the courage to act 
boldly when peace comes, then its 
wheels can begin to turn in time. . . . 
When it comes to providing postwar 
jobs, we just can’t chance bringing too 
little, too late.
Our first task is to achieve that high- 
level employment quickly. Doing that 
179
Postwar Problems
job alone gives business an inspiring 
chance to help—by bold action based 
on bold plans—to build a great new 
world. Nobody would suggest that busi­
ness would like to go back to the 1930’s 
—if for no other reason than that the 
economy of the ’30’s left us still with 
considerable unemployment. And as for 
going back to the roaring ’20’s, I think 
there are few of us who would do that 
even if we could. In fact, I believe that 
most businessmen see the postwar world 
as possibly a better world than any we 
yet have known. So, I urge that we 
show by our actions that business does 
not want to go back to the days of the 
’20’s, but that it does want to go ahead 
to an economy of dynamism and to an 
economy of great opportunity.
Above all, let us have faith and cour­
age in ourselves. Quoting from an edi­
torial by John H. Sorrells, Scripps- 
Howard columnist, “What we need is a 
revival of an authentic spirit of revolu­
tion—a revolt from the tyranny of fear 
and reactionaryism; a recapture of the 
will, as well as the means, to venture; 
a triumphant march to the far horizons 
of the soul, not a retreat to a Maginot 
of ‘security.’”
Mr. Sorrells sees signs that there has 
been a revival of the spirit of adventure 
in America. Quoting further, he says: 
“We must give our kids most of the 
credit for this recapture of our faith 
and courage—those jitter-bugging, rug­
cutting, ‘decadent’ kids, who stood up 
to a powerful and ruthless enemy, and 
licked him at his own game. Some of 
them had to die in order to teach their 
fathers courage and faith, and many 
more will die before it is over. The 
torch was handed back to us, not for­
ward to them.
“But the torch is lit. They kept it 
lit—those who had fewer tangible assets 
in democracy than their elders—who 
are fighting to preserve something which 
we, in our bewilderment and fear, had 
almost surrendered.”
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